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LMOST eight years have passed since Penn- 

sylvania changed its method of taxing foreign 

corporations. It was necessary to shift from a 
property tax to a privilege or excise tax, to collect 
a substantial amount from foreign corporations, be- 
cause of the Pennsylvania rules of domiciliary situs. 
Hence, the enactment in 1935 of the Foreign Fran- 
chise and Corporate Net Income Taxes in substitution 
for the Capital Stock Tax. The original doubts as to 
the validity and nature of these taxes have been 
cleared up by the Courts and in their place have 
appeared dozens of major and minor questions result- 
ing in literally hundreds of court appeals, not to men- 
tion the thousands of Petitions for Ressettlement, 
Review and Refund. 

The Foreign Franchise Tax is unique in several 
ways but particularly in that it combines significant 
features of two other Pennsylvania taxes. The basis 
for the tax is the value of the capital stock, as in the 
Capital Stock Tax on domestic corporations but it is 
nota property tax. The basis of apportionment within 
and outside of Pennsylvania is almost identical with 
the Corporate Net Income Tax, an excise tax measured 
by income, but the measure is not income. The tax, 
however, is an excise but is nevertheless governed not 
only by rulings and decisions covering this tax but 
also the Capital Stock Tax as to capital stock valua- 
tions and the Corporate Net Income Tax as to alloca- 
tions. To keep current with the Franchise Tax, it is 
necessary to also observe developments in these other 
fields, but due to the limitation of time, today’s dis- 
cussion will be limited to the broader aspects of these 
new taxes. There have been a number of important 
decisions on the question of allocation, but their con- 
sideration would be a large subject. 


The Corporate Net Income Tax 


The courts have held that the Corporate Net Income 
Tax in Pennsylvania is not a tax on income as such, 
but an excise tax measured by income returned to and 
ascertained by the Federal Government. Following 
this principle, the courts have decided four cases in- 
volving separate issues, all of which are of importance. 
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By I. H. KREKSTEIN 


Commonwealth v. Electric Storage Battery Co. 


In Commonwealth v. Electric Storage Battery Co., (51 
Dauphin 90 (1941)), the Dauphin County Court held 
that a refund, during 1935, of Federal automobile 
accessory excise taxes erroneously paid during the 
years 1922 to 1926 and interest thereon were subject 
to Corporate Net Income Tax for 1935. The court's 
reason was that “the refund was net income returned 
to and ascertained by the Federal Government during 
that year and within the definition of net income in the 
Pennsylvania Statute.” 


Commonwealth v. Warner Bros., Theatres, Inc. 


The Pennsylvania Supreme Court sustained this 
principle in affirming Commonwealth v. Warner Bros. 
Theatres, Inc., (345 Pa. 270) (1942). The taxpayer 
was denied the right to deduct capital losses in full, 
but was restricted to the $2,000 net loss limitation 
applicable for Federal tax purposes. Again the court 
held that the Federal measure was conclusive and also 
that it was not offensive to, nor in violation of the uni- 
formity clause of the State constitution. 


This case also decided the very important issue that 
looking to the income as returned to and ascertained 
by the Federal Government, as the base of the tax, 
was not an illegal delegation of legislative power. 


Commonwealth v. Frank_G. Shattuck Co. 


Frank G. Shattuck Co. operated a restaurant in 
Pennsylvania as part of a chain of 45 in various other 
states. Its accounting records conclusively indicated 
that operations in Pennsylvania during the year in 
question resulted in a loss. The Dauphin County 
Court, Commonwealth v. Frank G. Shattuck Co., (52 
Dauphin 90, 1942), held that the act provides for an 
excise tax and not a tax upon income as such; “that 
the net income returned to and ascertained by the 
Federal Government is the exclusive measure of the 
tax for the privilege of doing business” ; that the Com- 
pany is engaged in a unitary business and its restaurant 
in Philadelphia is a unit of such business ; and that the 
formula prescribed in the act does not impose a tax 
upon income as such, nor is there a violation of the 
United States and Pennsylv ania Constitutions in that 
an attempt is made to levy a tax based on income 
outside of the jurisdiction of Pennsylvania. 


Commonwealth v. Central Tube Co. 


The last case, to date, on the nature of the tax 1s 
Commonwealth v. Central Tube Co., (53 D & C 67). 
Again the Dauphin County Court ‘held that the net 
income “returned to and ascertained by the Federal 
Government” was controlling. The taxpayer in this 
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case sold United States Treasury Bonds in 1937 for 
$239,584.37 which were purchased in 1931 for 
$230,593.76. They had a market value of $232,454.00 
when the Act in question took effect, January 1, 1935, 
being $1,860.24 more than the cost in 1931. 

The difference between selling price and cost or 
$8,990.61 was considered as the taxable income on the 
transaction by both the Federal Government and the 
Commonwealth. This was approved by the Court in 
spite of the fact that $1,860.24 of the profit was earned 
before the effective date of the Pennsylvania Act. 


Declared Value Excess Profits Tax 


In light of the foregoing decisions, it would be inter- 
esting to know how the courts would view the ruling 
by the Department of Revenue under the 1943 Act, 
holding that Declared Value Excess Profits Taxes are 
not deductible from income, even though they have 
been deducted in arriving at the net income “returned 
to and ascertained by the Federal Government.” The 
Department takes this position because the 1943 Act 
provides that starting with the calendar year 1943 and 
the fiscal year beginning in 1943 there shall be no 
further deduction for “any Federal Income or Excess 
Profits Taxes whatsoever.” 

The 1943 Corporate Net Income Tax form in item 
38 adds to the Federal “Adjusted Net Income” the 
declared value excess profits tax. The result is that 
item 39 called “net income (Commonwealth of Penn- 
sylvania tax computation),” the basis for computing 
the tax, is no longer the “net income returned to and 
ascertained by the Federal Government.” Instead, the 
measure of the tax liability of companies subject to the 
Federal declared value excess profits tax is the Fed- 
eral adjusted net income plus an expense which is 
expressly deductible for Federal Income Tax purposes. 


Interest on U. S. Securities 


Sharply in contrast with this position of the Common- 
wealth is the ruling that interest on certain United States 
obligations issued after March 1, 1941, are not de- 
ductible because they are included in the income appear- 
ing in item 39 on the report form as part of net income 
“returned to and ascertained by the Federal Govern- 
ment.” Prior to the passage of the Federal Statute 
subjecting interest on United States obligations to 
both normal and surtax, the Commonwealth allowed 
as a deduction from income, all interest on United 
States Securities, regardless of whether such interest 
was subject to any Federal Tax. Apparently, the 
theory of the exemption was that to do otherwise 
would be discriminatory, since interest on obligations 
of the Commonwealth of Pennsylvania is not subject 
to the tax. Interest on the Commonwealth’s obliga- 
tions is still exempt from Federal, and, consequently, 
State Tax. 

_ It is interesting to review the changes made by the 
Commonwealth over the years in the treatment of 
interest on United States obligations. Originally, cer- 
tain of such interest was subject to Federal surtax but 
deducted as a credit in computing the normal tax and 
the tax on undistributed profits. The Department 
tuled that since the interest was included in net in- 
come returned to and ascertained by the Federal Gov- 
ernment it should not be deducted in arriving at the 
measure of the Pennsylvania tax. The interest which 
Was not subject to the Federal Tax was not included. 
Numerous appeals were filed and before the issue was 
tried in court, the Department of Justice in 1939 en- 
tered into a Stipulation for Judgment holding that no 
part of the interest was subject to Pennsylvania Tax. 
This ruling was adopted by the Commonwealth start- 
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ing with 1935, the year that the tax first became effec- 
tive, and a provision for the exemption was incorporated 
into the form starting with 1939. The 1943 forms in- 
clude all interest except the interest not subject to the 
Federal Normal Tax; thus the Commonwealth, with 
respect to interest on U. S. Securities, is now back to 
where it started. 


Exempt Companies 


Early in 1939, the Dauphin County Court in Com- 
monwealth v. Delaware River Railroad and Bridge Com- 
pany, 48 Dauphin 1 (1939), decided that a domestic 
corporation is not subject to the tax, when it is not 
doing business within the Commonwealth. Section 2 
of the 1935 Act defined corporations as those “doing 
business in this Commonwealth or having 
capital or property employed or used” in the Com- 
monwealth. In Section 3 of the Act, imposing the 
tax, the only basis for the tax is “for the privilege of 
doing business in the Commonwealth.” The case in- 
volved a Company which had leased its franchise and 
entire assets to an operating railroad company for a 
term of 999 years, collecting rents and distributing 
them to its stockholders. Incidentally, the company 
was not subject to the Federal Capital Stock Tax. 

To overcome the effect of this decision the imposi- 
tion-of-tax section of the Act was amended at the 1939 
session of the Legislature to correspond with the defi- 
nition of corporations subject to the tax in Section 2. 
This gave rise to the case of Commonwealth v. Reading 
and Southwestern Street Railway Company, 54 Dauphin 
277, (1943), in which the facts were similar to the 
Delaware River Railroad and Bridge Company case. The 
Dauphin County Court in deciding the case said that 
“doing business in this Commonwealth and having 
capital and property employed or used in this Com- 
monwealth are synonymous and equivalent terms 
when used in taxing statutes, and the addition of the 
latter phrase made to the Act of 1935 by the Act of 
1939 did not extend and broaden the scope of Section 
3 of the Act of 1935.” Thus, despite the amendment, 
the “doing of business” is still a requisite for being 
subject to the Pennsylvania Corporate Net Income 
Tax Act. The Department of Revenue is now follow- 
ing this decision in considering the returns for 1939 
and 1940 but have not yet decided if the 1941 Act has 
corrected the situation. 

It would seem, however, that the not “doing of busi- 
ness” as contemplated by the Federal Statute and 
Regulations concerning the Federal Capital Stock 
Tax does not control the determination of what con- 
stitutes the “doing of business” for the purposes of the 
Corporate Net Income Tax Act. In Commonwealth v. 
Budd Realty Corporation, 54 Dauphin 387, decided on 
November 8, 1943, the Dauphin County Court held 
that the Company exercised the privilege of doing 
business in Pennsylvania and was liable for the tax. 
This conclusion was reached despite the ruling of the 
United States Treasury Department that, during the 
year in question, the taxpayer was not doing business 
under the Federal Capital Stock Tax Act. A study of 
facts in this case clearly shows, however, that the 
activities of the Company were substantially more 
extensive than in the two cases previously discussed, 
and the court said the corporation was exercising its 
corporate purposes. Each case, therefore, must stand 
on its own particular facts and circumstances. 


Modified Settlements 


The Statute provides only one form of settlement of 
Franchise Tax: the percentage resulting from the 
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averaging of the three allocation fractions is applied 
to the valuation of the entire capital stock and the 
result is taxed at the rate of five mills. The numer- 
ator of the first allocation fraction consists of 
tangible property located in Pennsylvania, and the 
denominator consists of tangible property both 
within and outside of Pennsylvania; the numerator 
of the second fraction consists of wages and salaries 
assignable to Pennsylvania, and the denominator, 
wages and salaries both within and outside of Penn- 
sylvania; the numerator of the third fraction consists 
of gross receipts attributable to Pennsylvania, and the 
denominator, gross receipts attributable both within 
and outside of Pennsylvania. 

The Court in Commonwealth v. Columbia Gas and 
Electric Company, in holding that the tax was a Fran- 
chise Tax, concluded the basis for calculating the tax 
represented the value of the franchise to the extent 
locally exercised. This must mean that if the appli- 
cation of the three statutory fractions to the capital 
stock valuation attributes a value to Pennsylvania 
beyond the value of the franchise exercised here, an- 
other method of allocation must be found. The court 
decided that the taxpayer’s holding and investment 
business was not authorized or conducted in Penn- 
sylvania and was unrelated to the value of the Penn- 
sylvania franchise. The factors attributable to the 
holding company business should have been excluded 
from the computation, to the extent reflected in the 
value of the capital stock, and also in each of the three 
allocation fractions. The record of the case was re- 
manded to the lower court with instructions that it be 
returned to the Department of Revenue for a resettle- 
ment of the tax consistent with the opinion. 

From this conclusion, it appears that a corporation 
engaged in two distinct and unrelated types of busi- 
ness is said to be engaged in a multiform business and 
is entitled to a special ascertainment of taxable value, 
when one type is not conducted in the state. This 
became the forerunner of modified Franchise Tax set- 
tlements but, by no means, did the decision solve the 
problem of determining which taxpayers were entitled 
to that privilege. It did not decide which company is 
engaged in a multiform business, each case standing 
on its own facts and circumstances; it did not follow 
that only companies engaged in a multiform business 
had the right of modified settlements, other situations 
also calling for similar settlements; and to further 
complicate the matter, there have, so far, been devel- 
oped three different formulas for applying the prin- 
cipal of modified settlements. 

To date, five principal cases on the subject, includ- 
ing Columbia Gas and Electric Co., were decided by the 
Courts, two of which are at this time on appeal in the 
Pennsylvania Supreme Court, two have been decided 
by the Pennsylvania Supreme Court and one was not 
appealed. In only the Columbia Gas and Electric Com- 
pany case was it held that the taxpayer was engaged 
in a multiform business; in three of the others, it was 
held that the taxpayer was engaged in a unitary and 
not a multiform business but nevertheless in two of 
them a modified form of settlement was prescribed ; 
in the fifth a modified form of settlement was allowed 
even though the conduct of a multiform business was 
not the issue. 


The four cases in which modified forms of settle- 
ments were prescribed will be discussed. In the other 
one, Commonwealth v. Ford Motor Company, 51 
Dauphin, 148 (1941), it was held that the taxpayer 
was engaged in a unitary enterprise and was not en- 
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titled to a modified form of settlement. This case js 
now on appeal before the Pennsylvania Supreme Court. 


Commonwealth v. Columbia Gas and Electric Co. 


In this case, Commonwealth v. Columbia Gas and Elec- 
tric Co., (336 Pa. 209 (1939)), the Department of 
Revenue, in following the mandate of the Court, divided 
the business into two parts so that the unrelated hold- 
ing company business would be completely disre- 
garded in the taxable value computation, to the extent 
it might influence (1) valuation of capital stock, and 
(2) the three allocation fractions. The ascertainment 
of taxable value was thereby limited to the manufac- 
turing phase of business, admittedly conducted, in 
part, in Pennsylvania. To do this, it was virtually 
necessary to treat the single corporate entity as two 
separate corporations for purposes of the Franchise 
Tax. Inconnection with the valuation of capital stock, 
this required the elimination of all assets, liabilities, 
earnings, dividends or other factors of valuation of 
capital stock, unrelated to the manufacturing busi- 
ness. Tangible property, wages and salaries, and 
gross receipts related to the holding company busi- 
ness were disregarded in both the numerators and the 
denominators of the allocation fractions. The tax com- 
putation was thus limited to property and other factors 
identified with the manufacturing business both in the 
capital stock valuation and the allocating fractions. 
All factors related to the holding company business, 
the business which the Court held was conducted 
wholly outside of Pennsylvania, were eliminated. 


Although this method of assessment is administra- 
tively difficult and, perhaps, in some instances almost 
impossible to work out with accuracy, it is theoretically 
sound. The subject of the tax is the performance of 
corporate business within the state. The taxable 
value, or the product of the value of capital stock, 
multiplied by the average of the three allocating frac- 
tions, is intended to result in the value of the local 
business performance. The only justification for taking 
the total value of the capital stock, in the first instance, 
is to arrive at the proportionate value representing 
that which is within the State. The formula as pre- 
scribed by the statute attempts to do this and its 
application generally has the approval of the Court. 
However, in the instant case, an ascertainable portion 
of the entire value of the capital stock had no rela- 
tionship to local business. Therefore, that ascertain- 
able portion was eliminated from the capital stock 
value rather than by the arbitrary fractions attempt- 
ing to do this very thing. The remaining value re- 
flected the value of the manufacturing business and 
since this activity was conducted both within and 
outside of Pennsylvania, the statutory fractions were 
applied for the purpose of ascertaining the value of the 
performance of the local business. 


Commonwealth v. The Mundy Corporation 


The facts in Commonwealth v. The Mundy Corpora- 
tion, (51 Dauphin, 195 (1941)), were different. The 
taxpayer, a Delaware Corporation, was qualified to do 
business in Pennsylvania under a certificate of authority 
to do a “general real estate business by buying and 
selling real estate and constructing buildings and 
erecting buildings.” The Company’s charter was broad 
enough to authorize it to act as a holding company o! 
securities. Its office and only place of business was 
in Philadelphia, maintaining merely a statutory office 
in Delaware where no corporate activity was con 
ducted. During 1935, the year in question, the Com- 
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pany engaged in the real estate business but did not 
engage in any contracting or construction work. It 
owned securities having a value of $835,853, consist- 
ing of bonds of the United States Government, munici- 
palities, railroads, and some stock in a corporation. 
Most of these securities were obtained at the time of 
the Corporation’s creation in 1924 out of the capital 
contributions of the stockholders. There was no sell- 
ing and dealing in securities. The only changes made 
in the portfolio were due to the calling or maturity of 
issues and the substitution of others in lieu thereof 
plus the acquisition of a few additional holdings. The 
securities were kept in Pennsylvania and all income 
was deposited in bank accounts in Philadelphia. 

In settling the tax for the year, the Commonwealth 
applied the three statutory allocation fractions to 
$947,946, the entire value of the Company’s capital 
stock. The tangible property and payroll fractions 
were each 100% but interest and dividends were re- 


moved from the numerator of the gross receipts allo- - 


cation fraction. 

The lower court ordered a modification of the set- 
tlement by subtracting the value of the securities of 
$835,853 from the capital stock valuation of $947,946, 
leaving a balance of $112,093 subject to the allocation 
fractions appearing in the original settlement. The 
Pennsylvania Supreme Court affirmed the judgment. 

It was held that the Company was not functioning 
as a holding company. The only business conducted 
was the real estate business. The ownership of the 
securities “did not constitute the doing of business.” 
Judge Richards in speaking for the lower court got 
to the heart of it when he said “It thus appears that 
the capital stock value in a case such as this may 
include only such tangibles and intangibles as are 
concerned with the functions exercised within the 
State. What is included must have some relation to 
the privilege granted by this State or to a function 
performed within the State.” 

Here, as in the Columbia Gas and Electric Company 
case, although the facts were different and the ques- 
tion of engaging in unitary or multiform business was 
not the issue, there was an ascertainable portion of the 
value of the capital stock that was unrelated to the 
performance of the local business. The Court found 
that a part of the capital stock was represented by 
investments, the ownership of which did not consti- 
tute the doing of business in Pennsylvania or else- 
where and since it had no relation to the business in 
Pennsylvania, there was no alternative but to elim- 
inate that determinable part and apply the statutory 
allocation fractions to the remainder. 

However, the modifying formula by which the ad- 
justment was made was different. It was the Court’s 
intention, no doubt, to limit the taxable value to the 
teal estate phase of the business with the same effect 
as the taxable value was limited to the manufacturing 
phase of the business in the Columbia Gas and Electric 
Company case. In the latter case this was accomp- 
lished by ascertaining the valuation factors, such as 
net worth, earnings and dividends, of the manufac- 
turing business so as to arrive at a capital stock value 
of the manufacturing part of the corporation inde- 
pendent of the holding company part of the business. 
To this capital stock valuation were applied the three 
allocation fractions composed of ingredients consist- 
ing of tangible property, payroll, and gross receipts 
relating exclusively to the manufacturing business. 
In the Mundy case, no attempt was made to in- 
dependently appraise the value of the capital stock relat- 
ing to the real estate part of the business. A “flat” 
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deduction of the value of the securities was taken from 
the combined value of the capital stock of both phases 
of the business. The fault with this method is that the 
resulting capital stock value is not necessarily repre- 
sentative of the actual value of that part of the capital 
stock which relates exclusively to the taxable phase 
of the business. This would be particularly true in 
cases where, because of liabilities, the value of the 
securities to be eliminated exceeds the value of the 
capital stock. The remainder would be zero, thereby 
also eliminating the entire tax. Unbalanced results 
could also follow where, due to unfavorable operating 
results or other factors, the valuation of the capital 
stock is substantially less than the net worth of the 
Company. 

In the Mundy case, the Court made no change in the 
allocation fractions even though all interest and divi- 
dends were excluded from the numerator of the gross 
receipts allocation fraction in the original settlement. 
If the Court would have followed the allocation rule 
prescribed in the Columbia Gas & Electric Company 
case, although not the capital stock valuation rule, 
there would have been no out-of-state allocation be- 
cause admittedly the entire real estate business was 
conducted in Pennsylvania. The tax would have been 
five mills on $112,093 or $560.46 instead of five mills 
on $83,858 or $419.29. 


Commonwealth v. Baxter, Kelly & Faust, Inc. 


The main question in this case, Commonwealth v. 
Baxter, Kelly & Faust, Inc., (53 Dauphin 73 (1942)), 
was whether, in the application of the statutory for- 
mula, property which had no connection with the cor- 
porate activity within the State had been arbitrarily 
brought into the State for tax purposes. The tax- 
payer, a Delaware Corporation, with its principal office 
in New York City, where its offices are located and 
its books, records and securities are kept, operates two 
mills in Pennsylvania manufacturing pile fabrics. Its 
stockholders’ and directors’ meetings are held in New 
York, where also all of the fabrics manufactured in 
Pennsylvania are sold and where it purchases and 
resells other types of fabrics. The same salesmen, 
working from the New York office, take orders for 
the sale of the fabrics which the Company manufac- 
tures as well as those which are purchased for resale. 
The operating results of the manufacturing phase 
of the business are kept separate from the whole- 
sale or jobbing phase, and for bookkeeping purposes 
a charge for commission is made against the Penn- 
sylvania mills for the services rendered by the sales- 
men. To have sold the Pennsylvania products without 
the New York salesmen would have required another 
sales organization. 

The capital stock of the Company was appraised at 
$2,945,180. The value of the total assets was $3,454,884, 
of which amount $510,427 consisted of cash and 
$1,804,082 United States Securities, municipal bonds 
and stocks of a Public Utility Company. These invest- 
ments did not change frequently and were constant 
during the taxable year as well as the previous year. 
They were not used in connection with the operation 
of the Pennsylvania mills or hypothecated to get 
money for that purpose. 

In deciding the case, the Court held: 

(1) The taxpayer is engaged in a unitary enter- 
prise since “there is a unity of purchasing, sales, adver- 
tising, accounting, and management under a centralized 
executive organization. We are of the opinion that 
the whole business activity is ‘within the scheme of 
corporate functioning’ and ‘the property without the 
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state may be taken into consideration’ because ‘it is an 
organic or functional part of that within the state’ as 
stated in the opinion in the Columbia Gas case.” 

(2) Even though the taxpayer by its system of 
accounting separates the Pennsylvania business from 
its other business, the statutory allocation fractions 
can “be validly and constitutionally applied.” 

(3) Relying chiefly on the Mundy decision, the 
value of the securities must be excluded because “the 
investments are not related to the unitary business of 
the company so as to justify including them in the 
value of the capital stock, and they must be accord- 
ingly deducted.” The court took note of the distinc- 
tion between the securities in the Mundy case and 
those in the instant one. In the former, they were 
investments from the original capital contributed by 
the stockholders, whereas in the latter, the securities 
were acquired from the Company’s earnings. Never- 
theless, the Court found that the securities were not 
held as reserves for corporate functioning nor were 
they so used during the year. Under these circum- 
stances, it was held that they were beyond the taxing 
reach of Pennsylvania. 

(4) The entire cash of $510,000 was not in excess 
of the amount required to operate the unitary busi- 
ness. The taxpayer had contended that only $150,000 
was needed to run the business but the Court held 
that the entire amount was a reserve “for the emer- 
gencies of its business” and should be considered in 
arriving at the taxable value. 

Thus, although the Court decided that the taxpayer 
was engaged in a unitary enterprise, it was, neverthe- 
less, entitled to a modified form of settlement eliminat- 
ing the securities from the taxable value because they 
bore no relationship to the local business. In this 
case, the formula for the segregation differed from 
both the Columbia Gas and the Mundy cases. To elim- 
inate the securities from the taxable value, a fraction 
was formed with a numerator of $1,804,082 represent- 
ing the value of the investments and a denominator 
of $3,454,884 consisting of the total assets. This was 
applied to the capital stock valuation of $2,945,180, 
resulting in $1,537,937, the investment value of the 
capital stock, which deducted from the total capital 
stock value of $2,945,180, left $1,407,257, the actual 
value of the capital stock engaged in the unitary 
business. 

If the investments had been deducted “flat” as in 
the Mundy case instead of proportionately, as in the 
instant case, $1,804,082, instead of $1,537,937, would 
have been eliminated. The Court made a point of 
observing that “the investments cannot be flatlv 
deducted but must be deducted on a pro rata basis.” 

The same proportionate deductions could have been 
produced and one step saved if the fraction had been 
formed with a numerator of the assets devoted to the 
unitary business and a denominator of the total assets. 
Such a fraction would be similar to the property ap- 
portionment fraction used for Capital Stock Tax pur- 
poses by domestic corporation for eliminating exempt 
assets. 

The Court made no changes in the three original 
allocation fractions but applied them to the adjusted 
capital stock value of $1,407,257. In the Columbia Gas 
case all tangible property, wages and gross receipts 
relating to the holding company phase of the busi- 
ness were eliminated but in the Mundy case this rule 
was not followed. The facts as stated in the opinion 
do not indicate whether interest and dividends were 
considered in the gross receipts allocation fraction, 
but if they were, it would seem that to follow out the 
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theory of the Columbia Gas case, they should have been 
eliminated. 


Commonwealth v. The Quaker Oats Company 


In Commonwealth v. The Quaker Oats Company (52 
Dauphin 406, (1942), the defendant, a Corporation of 
the State of New Jersey, authorized by its charter “to 
deal in and manufacture cereals and cereal products,” 
and its Pennsylvania certificate of authority author- 
izes it to do business as a foreign corporation “‘in sell- 
ing and dealing in cereals and cereal products.” The 
settlement of tax was pursuant to the method pre- 
scribed by statute on the basis of a capital stock valu- 
ation of $75,000,000, subject to the three allocation 
fractions. Among the assets were included United 
States Securities of $14,901,015, State, County and 
Municipal Bonds of $1,117,545, and stock of subsidiary 
companies of $1,663,499. 

During the year, the Company was engaged in the 
purchase and storage of grains, the manufacture of 
its products, all of which was done wholly outside of 
Pennsylvania; and in addition it sold its products 
within and outside of the State, having local sales 
offices in Philadelphia and Pittsburgh. 

Of the fifteen subsidiary companies, all except three 
transacted business with the taxpayer during the year, 
or were engaged either in the sale or the manufacture 
and sale of the same products which the parent com- 
pany sold in Pennsylvania. The other three subsid- 
iary companies, whose stocks had an aggregate value 
of $92,609, were inactive during the year. 

The Court held that the taxpayer was engaged in 
a unitary business, and that its “activities and assets 
without the Commonwealth are closely related to the 
activities and assets within the Commonwealth, and 
under the formula prescribed by the statute, must be 
considered in determining the value of the privilege 
enjoyed by the defendant in the Commonwealth.” 
The Court was not impressed by the taxpayer’s claim 
that by a system of accounting it could show what 
portion of its capital stock is reflected by its Pennsyl- 
vania sales as distinguished from the portion of the 
capital stock related to the purchase and storage of 
grains and the manufacture of its products. Since the 
Company’s business was not multiform, to obtain a 
modified settlement, it would have to be shown, as in 
the Mundy case, that there were assets, the owner- 
ship of which “did not constitute the “doing of busi- 
ness” or, as in the Baxter, Kelly and Faust case, there 
were investments “not related to the unitary business 
so as to justify including them in the value of the 
capital stock.” In this connection, the Court gave 
consideration to the United States Securities ol 
$14,901,015 and the State, County and Municipal Se- 
curities of $1,117,545, and concluded that they were 
a necessary part of the purchasing phase of the unitary 
business in stabilizing the price of the product and 
making them more saleable and protecting its good- 
will in Pennsylvania. A deduction for their value in 
the capital stock of the Company was denied. 

In the same connection, consideration was given to 
the investments in the stocks of subsidiary companies. 
It was held that all of the active subsidiaries engaged 
in the corporate activity of the taxpayer and contrib- 
uted to the unitary business. Accordingly, no deduc- 
tion was permitted. 

This left the stocks of the inactive subsidiaries hav- 
ing a value of $92,609. These stocks, the Court de- 
cided, “formed no part of the corporate activity within 
the State of Pennsylvania or added to the business 
potency of the defendant exercised within the State 
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and with reference to which the defendant was a mere 
holding company.” 

The Court ordered that the exempt assets of $92,609, 
consisting of the stocks of the inactive subsidiary com- 
ganies, Should be excluded from the measure of the 
‘ax. The formula for accomplishing this was precisely 
the same as in the Baxter, Kelly & Faust case. As the 
result, $114,196 was excluded from the capital stock 
valuation although the exempt assets had a value of 
only $92,609. This is due to the fact that each dollar 
of the assets was reflected in the capital stock value 
by $1.23 (total assets were $60,821,913 and total cap- 
ital stock value was $75,000,000). This seems to be 
inconsistent with the Court’s finding that the invest- 
ments in these subsidiary stocks were unrelated to 
the unitary business, because to obtain the capital 
stock value of $75,000,000 with only $60,821,913 in 
assets, it was necessary to consider the earnings of 
the Company. Investments in inactive subsidiaries 
could not have made any contribution to any valua- 
tion in excess of their asset value. 


Consolidated Reports and Allocation of 
Interest and Dividends 


The Pennsylvania Supreme Court has finally de- 
cided the controversy concerning the treatment for 
1936 of interest and dividends in the gross receipts 
allocation fraction for Corporate Net Income Tax pur- 
poses and also the question of the right to file con- 
solidated Corporate Net Income Tax reports for the 
same year. Prior to the passage of the 1937 Act, there 
was no specific reference to the allocation of interest 
and dividends in the gross receipts allocation fraction, 
but the Act specifically enumerated (1) sales, and 
(2) rentals or royalties. The Department’s regulation 
provided that interest and dividends were to be in- 
cluded if they represented a principal income factor 
of the corporation. The taxpayers took the position 
that, in constructing the fraction, the Act referred to 
all gross receipts in the denominator but the numer- 
ator was limited to those receipts specifically 
enumerated. 

After numerous appeals were filed and several years 
after the passage of the 1937 Act, the Commonwealth 
modified its position. For the years 1935 and 1936 
for Franchise Tax but for 1935 only for Corporate Net 
Income Tax purposes, interest and dividends were 
includable in the denominator of the fraction and ex- 
cludable in the numerator regardless whether the tax- 
payer had an out-of-state office or if they were 
attributable to Pennsylvania, or elsewhere. The 1937 
Franchise and Corporate Net Income Tax Acts, en- 
acted on April 8, 1937, made express provision for the 
treatment of interest and dividends and the Common- 


In the Next Issue... 


Mr. Leon L. Rice, Jr., who is well known to our 
readers returns with an excellent article dealing with 
“Ordinary and Necessary Expenses.” Mr. George T. 
Altman may be represented by an article covering the 
Oklahoma community property law in the light of 
recent developments. We are hopeful, but lack of time 
may prevent this busy attorney and C. P. A. from 
completing the article in advance of the June issue 
deadline. Mr. Edward N. Polisher has become in- 
terested in husband and wife partnerships—his previ- 
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wealth took the stand that since the 1936 Corporate 
Net Income Tax Report was not due until April 15, 
1937, the provisions of the new Act applied, but that 
the 1937 Franchise Tax Act did not apply to 1936 
because the return was due on March 15, 1937. 

The 1935 Corporate Net Income Tax Act, in Sec- 
tion 5, imposes a mandate upon the Department to 
permit any corporation to file a consolidated report 
provided that it owns or controls a majority of the 
voting capital stock in another corporation (National 
Transit Company and National Transit Pump and Ma- 
chine Company v. Kelly, 44 Dauphin 38, (1937). Sec- 
tion 5 was amended by the Act approved April 8, 
1937, and provides that consolidated reports may be 
made only by corporations filing consolidated returns 
with the Federal Government. The Commonwealth 
ruled that the Amendment applies retroactively to 
1936 reports on the same grounds as previously dis- 
cussed in connection with interest and dividends. 

The Dauphin County Court in Commonwealth v. 
Curtis Publishing Company, 50 Dauphin 99, (1940), held 
that the 1937 Amendment to the Corporate Net In- 
come Tax Act permitting the inclusion of interest 
and dividends in the numerator of the gross receipts 
fraction applied to 1936 returns. On the theory that 
it was a “spot” tax, the due date of the filing of the 
return was regarded as the listing day for the tax and 
the preceding calendar year merely as an antecedent 
period selected by the Legislature for the purpose of 
determining the amount of tax to be paid. On the 
basis of this decision the Commonwealth’s rulings 
were sustained and a situation was created whereby 
interest and dividends were excluded from the numer- 
ator of the gross receipts allocation fraction in the 
1936 Franchise Tax Report but not in the Corporate 
Net Income Tax Report of the same taxpayer for the 
identical period. This decision also meant that con- 
solidated Corporate Net Income Tax Reports were 
prohibited for 1936 except by corporations filing con- 
solidated returns with the Federal Government. 

Exceptions were filed with the Court and while they 
were pending, Commonwealth v. Repplier Coal Com- 
pany was tried in the Dauphin County Court. This 
case involved the right of the taxpayer to file a con- 
solidated report for 1936 with its parent, the Buck 
Run Coal Company. In deciding this case, the Court 
held that the tax is not a “spot tax” but an “accruing 
tax” and the 1937 Act did not apply to tax reports for 
1936 with respect to the right to file a consolidated re- 
port. On the same day the Dauphin County Court re- 
versed its decision in the Curtis Publishing Company 
case. Both of these decisions were affirmed by the Penn- 
sylvania Supreme Court on January 3, 1944, (Curtis 
Publishing Company, 348 Pa. 424; Repplier Coal, 348 
Pa. 372.). [The End] 





ous articles dealt with estate tax matters—so, this 
accurate and authoritative author will offer much of 
value on this broad subject. Mr. James W. Martin’s 
series on tax administration comes to an end, but we 
are urging him to continue his examinations of pro- 
cedures and methods of which he is an authority and 
he has indicated that he may carry on after the final 
installment of the present series. Mr. George J. 
Laikin, presently associated with the Tax Division 
of the Department of Justice, has prepared an article 
entitled “Life Insurance and the Impact of Federal 
Taxation,” which will bring you up-to-date on a much 
litigated subject. 
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By A. ALLEN SIMON 


Tax Problems in Compensation to Officers 


Ce Court off factual issues decided by the Tax 
Court!” says the U. S. Supreme Court in 
two cases decided December 20, 1943. This 
admonition to the Circuit Courts of Appeals in the 
Heininger* and Dobson? cases was intended to dam 
the increasing flow of tax cases to the higher courts. 


Careful preparation and proper presentation of 
cases involving reasonableness of compensation paid 
to corporate officers, with cooperation between ac- 
countant and attorney from the outset of the proceed- 
ings are now imperative. Any dependence upon appeals 
to the Circuit Court is now definitely a risky and 
foolhardy procedure in factual cases of this character. 


There has been a rising tide of disputed cases be- 
tween taxpayers and the Internal Revenue Bureau 
with respect to reasonableness of compensation paid 
to corporate officers. This tide is apt to reach “flood 
stage” as returns for the years 1942 and 1943 are 
audited, in view of the fact that it is generally known 
that corporations have raised officers’ salaries sub- 
stantially during the war years. The coming of wage 
stabilization in the fall of 1942 undoubtedly applied 
the brakes to this tendency, but where 1942 salaries 
are deemed to be excessive by the Internal Revenue 
Agents, the returns for 1943 will likewise be affected. 


In view of the fact that there has been no change 
in the statutory law in the last several years with 
respect to corporate salary deductions for Income Tax 
purposes (leaving aside the Stabilization Law), it is 
of tremendous importance to follow the trend of 
Treasury policy and court decisions so that we may 
be in a position to predict the probable outcome of 
disputed cases before the Bureau and the courts. 


The 75-Day Rule 


There seems to be a widespread notion among cor- 
porate taxpayers, particularly the smaller ones, and 
among some of the accountants for these companies, 
that the law and regulations require the payment 
under all circumstances of the full amount of the 
accrued compensation to officers within a period of 
at least the taxable year and 75 days thereafter. This 
notion is, of course, not correct. Section 24 (c) of the 





1 Commissioner v. Heininger, ustc, decided December 20, 1943. 

2John V. Dobson et al. v. Commissioner, ustc § 9108, decided 
December 20, 1943. Cf.: Security Flour Mills Co. v. Com., ustc 
| 9219, decided February 28, 1944; Dixie Pine Products Co. v. Com., 
ustc { 9127, decided January 3, 1944. These cases are not easy to 
reconcile, since the line between ‘‘proper tax accounting practice’’ 
(a factual matter) and questions of law is not clearly defined. 










Mr. A. Allen Simon is a Philadelphia attorney specializing in tax matters. 
He was formerly Chief Tax Officer of the Pennsylvania Department of Revenue. 
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Internal Revenue Code, which contains the so-called 
“75-day rule,” specifically is limited to situations 
where the taxpayer and the person to whom the pay- 
ment is to be made are persons between whom losses 
on sales or exchanges of property would be disallowed 
under Section 24 (b) of the Code. With respect to cor- 
porations, this means that where the corporate officer 
or employee owns more than 50% in value of the out- 
standing stock, directly or indirectly, deductions for 
accrued salaries are governed by the 75-day rule. It 
will be recalled that under the provisions of Section 
24 (b), an individual is considered as owning the stock 
owned directly or indirectly by or for his family. 


It is important to note that if the recipient of the 
corporate salary, even though the owner of more than 
50% of the stock, is himself on an accrual basis, and 
therefore reports the full salary in his personal return, 
the corporation is entitled to a deduction of the full 
amount of the salary accrual without reference to the 
75-day rule, irrespective of the time of actual payment. 


Close Corporations—Year-End Accruals and Bonuses 


Most of the cases involving reasonableness of sal- 
aries arise in the close corporation category. It is 
natural that disputes should frequently arise with the 
Commissioner in this type of case for the reason that 
the temptation to distribute the profits in the guise of 
salaries to a small group of stockholder-officers is very 
great. 


Certain generally recognized principles enunciated 
by the courts with respect to the proper manner of 
testing the reasonableness of the corporate salaries, 
have only limited application in close corporation 
cases. For example, the general rule is that the action 
of the Board of Directors is to be considered as prima 
facie evidence that the salaries are reasonable’ 
Where the taxpayer is a closely held corporation this 
rule is of little help in a contested case. This is not to 
say that following regular corporate procedure and 
the keeping of minutes with respect to salaries are of 
no value. The cases indicate that at least some weight 
should be given to the fact that corporate salaries have 
been properly authorized by Board action. 

It is clear that salaries paid to stockholding officers 
and to members of their immediate families in close 
corporations are subjected to much closer scrutiny 
by the Bureau and courts than in the case of corporate 





3 Klug & Smith Co. v. Commissioner, 18 B. T. A. 96. 
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salaries paid to non-stockholding and non-family 
employees. 

One of the troublesome features often encountered 
by the tax practitioner in the case of a dispute with 
respect to salaries paid by a close corporation is the 
frequent practice of year-end accruals of salaries and 
heavy bonus payments. Too often the tendency on 
the part of stockholders and officers of the small cor- 
porations is to wait until close to the end of the year 
before determining the annual salaries of the officers, 
meanwhile paying relatively small amounts on ac- 
count of salaries. Belated accruals are often made just 
before the closing of the books to bring salaries up to 
what are considered (at bookclosing time) as reason- 
able salaries. 

Much too often the officers of the closely-held cor- 
porations (at least prior to the existence of the Wage 
and Salary Stabilization Act) gauged corporate salaries 
by the net profits alone. Frequently “the pie” would 
be sliced in accordance with the stockholdings and 
the stockholder-officers would at the end of the year 
be credited with salaries proportionate to their stock- 
holding interests. The law and the regulations clearly 
condemn this practice. For example, Regulations 111, 
Section 29.23 (a)-6 includes this statement: 

“An ostensible salary paid by a corporation may be a dis- 
tribution of a dividend on stock. This is likely to occur in the 
case of a corporation having few shareholders, practically all 
of whom draw salaries. If in such a case the salaries are in 
excess of those ordinarily paid for similar services, and the 
excessive payments correspond or bear a close relationship 
to the stockholdings of the officers or employees, it would seem 
likely that the salaries are not paid wholly for services rendered, 
but that the excessive payments are a distribution of earnings 
upon the stock.” 

The courts have consistently sustained the Commis- 
sioner in disallowing excessive compensation in cases 
where the excessive payments are obviously in lieu 
of a distribution of earnings. 

It would appear to be the prudent policy on the part 
of closely-held corporations to determine early in the 
tax year what would be fair salaries for officers and 
to authorize such salaries by appropriate corporate 
action recorded in the minutes. Where for various 
reasons it is deemed wise to reserve payments of a 
portion of the accrued salaries so authorized, there 
is no serious prejudice to the corporation merely by 
reason of the failure to pay periodically the full 
amount of the accrued salaries. Where salaries au- 
thorized early in the year are later in the same tax 
year, by reason of changed business circumstances, 
found to be beyond a fair amount or where they are 
found to be inadequate, there is no reason why adjust- 
ments cannot be made at various times during the 
year. This manner of treating salaries on the corpo- 
rate records has a distinct advantage over the common 
“end-of-the-year” accrual method. If used in good 
faith, the recorded corporate action early in the year 
would tend to support the contention that corporate 
salaries were not intended as a means of distributing 
profits, but on the contrary were based on a plan to 
pay reasonable compensation. Undoubtedly, wide 
adjustments, especially at the end of the year, would 
have the tendency to discount the value of such a plan, 
but in the usual case a close corporation has a pretty 
fair idea of what its profits are likely to be, at least 
for a few months ahead, and possibly for the full year. 


Salaries Forgiven by Stockholding Officers 


Frequently in the case of closely-held corporations 
accruals are made of corporate salaries deemed to be 
reasonable where payments are postponed beyond 75 
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days after the close of the year. Of course, where the 
75-day rule applies because the stockholding officer 
owns directly or indirectly more than 50% of the 
stock, and is on a cash basis, unpaid salaries would 
not be deductible by the corporation. However, cases 
arise where a corporation has accrued salaries to 
officers, each of whom owns less than 50% of the stock 
and in a subsequent tax period the officers decide to 
waive a portion of the unpaid salaries. The question 
has arisen whether in the case of such a waiver the 
corporation has realized taxable income to the extent 
of the amount of the salary liability relinquished by 
the stockholding officer. This problem is at the pres- 
ent time in a confused situation.* The confusion was 
pronounced prior to the decision in Com’r v. American 
Dental Co., 318 U. S. 322, 63 S. Ct. 577 (1943). Follow- 
ing the latter case the Tax Court, in the case of 
McConway & Torley Corp., 2 T. C. 593, 433 CCH 
7644 (decided August 19, 1943), reversed its earlier 
rule based on “tax benefit” and recently ruled that no 
taxable income was realized by the corporation in the 
year of such salary forgiveness. The Commissioner 
has not yet indicated whether he will acquiesce in this 
ruling of the Tax Court or continue to take the posi- 
tion that all of such forgiven debt for salary is taxable 
income to the corporation. The’ Regulations (see 
Regulations 111, Section 29.22 (a)-13) state: 

“In general, if a shareholder in a corporation which is 
indebted to him gratuitously forgives the debt, the transaction 
amounts to a contribution to the capital of the corporation to 
the extent of the principal of the debt.” 

Time does not permit an extended discussion of this 
interesting problem, but the unsettled situation of the 
law should be considered in determining the advis- 
ability of cancellation or forgiveness of such corporate 
debt for accrued salaries. 

It has been held that where a corporate officer who 
has been paid the full amount of the accrued salary in 
a subsequent year attempts to waive part of the salary 
already paid to him by an agreement to apply the 
amount waived toward notes held by him for moneys 
advanced to the corporation, the officer cannot obtain 
a tax refund on the theory that his salary was reduced. 
Emil Leicht v. Commissioner, 43-2 ustc J 9546 C. C. A. 
8, decided July 19, 1943). 

It has been held that where a portion of salaries 
accrued but not paid during the year was donated 
back prior to the end of the same tax year, the amount 
so donated would be treated as a reduction of the 
salary expense, and that the corporation could not 
treat the full accrual as an expense and consider the 
amount donated back as a donation. Stern-Slegman- 
Prins Company v. Commissioner, 79 F. (2d) 289 
(C. C. A. 8, 1935). 

On the other hand, where the waiver of a portion of 
accrued salaries to officers did not occur until a sub- 
sequent year, the full amount of the salary accrual 
was held deductible by the corporation. Boger and 
Crawford, Inc., 13 B. T. A. 835, CCH Dec. 4419 


(non-acq.). 


Reasonableness of Salaries 


Secretary of the Treasury Henry Morgenthau, Jr., 
in his statement made May 29, 1942, before the Joint 
Committee on Internal Revenue Taxation, indicated 
that the Government intended during the period of the 
war to scrutinize deductions for officers’ salaries more 
carefully in order to prevent tax evasion. His state- 





4See article by Emily Marx in TAXES—The Tax Magazine of 
January and September of 1942. 
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ment summarizes the present attitude of the Com- 
missioner with respect to the tests to be applied to 
determine reasonableness of compensation, and is 
therefore worth quoting: 

“Salaries and Bonuses Paid to Officers and Employees.—Deduc- 
tions claimed for greatly increased salaries and extraordinary 
bonuses paid to officers or employees will be disallowed unless 


the taxpayer proves that the payments are, in fact, for services 
actually rendered and are reasonable. 

“In determining whether the payments are reasonable, it 
will be assumed that reasonable compensation is only as much 
as would ordinarily be paid for like services by like enterprises 
under like circumstances. The factors that will be considered in 
determining the reasonableness of such payments are the duties 
performed by the recipient, the character and amount of responsi- 
bility, the time devoted to the enterprise, and the peculiar ability or 
special talent of the particular officer or employee. Where the 
payments are to relatives or to shareholders, the taxpayer must 
show that family considerations have not influenced the amount 
paid and that the payments are not distributions of profits in 
disguise. Large profits attributable to causes entirely unrelated 
to the activities of the officers or employees, which are not 
unusual in these abnormal times, do not of themselves justify 
or warrant large salary payments.” (Italics mine.) 


[In the usual conference on a salaries case before the 
3ureau in the local agent’s offices, the tests most 
widely applied in salaries cases may be paraphrased 
as follows: 

1. Is there present a distribution of dividends in 
the guise of salaries? 

2. Are the salaries reasonable in comparison with 
the net profits and dividend payments? 


3. Are the salaries commensurate with the value 
of the services rendered ? 


Recent Court Cases 


In his book on “Corporate Executives’ Compensa- 
tion,’ George T. Washington lists a box score of 
judicial decisions in the decades between 1900 and 
1941. He finds that of a total of forty-four court cases, 
in twenty-seven the corporate salaries reported by the 
taxpayers have been sustained as reasonable, while 
in seventeen they were found to be unreasonable. He 
points out that in the period between 1921 and 1941 
twenty out of twenty-eight decided cases ruled that 
the taxpayer’s salary deductions were reasonable. I 
hasten to add that taxpayers should not attempt to 
derive much comfort from such statistics. While no 
tabulation has been made for the last several years, 
it is obvious that the cases in which the Commissioner 
has been sustained recently have exceeded the cases 
where the salary deductions were held to be reason- 
able. With the recent spurt in corporate salaries the 
trend against the taxpayers is apt to increase, particu- 
larly in view of the abnormality of war-time profits 
and the effect of the Corporate Excess Profits Tax. 


The recent Circuit Court decisions point to one 
aspect of the problem which is quite significant, and 
that is that there is a marked tendency on the part of 
the appellate courts to refuse to interfere with the 
findings of the Tax Court as to reasonable compensa- 
tion except in the most extreme cases. This tendency 
will undoubtedly be strengthened by the recent deci- 
sions in Commissioner v. S. B. Heininger and Dobson 
et al. v. Commissioner, decided by the U. S. Supreme 
Court December 20, 1943. Justices Black and Jackson 
in those cases, speaking for a unanimous court, ad- 
monished the Circuit Courts to respect the decisions 


of the Tax Court on questions of fact. Said the Court 
in the Heininger case: 


“Whether an expenditure is directly related to a business 
and whether it is ordinary and necessary are doubtless pure 
questions of fact in most instances. Except where a question 
of law is unmistakably involved a decision of the Board of 
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Tax Appeals on these issues, having taken into account the 
presumption supporting the Commissioner’s ruling, should not 
be reversed by the federal appellate courts. Careful adherence 
to this principle will result in a more orderly and uniform 
system of tax deductions in a field necessarily beset by innu- 
merable complexities.” 

It is to be noted that the Heininger and Dobson cases 
do not announce a new principle of law, but the 
admonition of the courts to refrain from interfering 
with findings of fact by the Tax Court should have a 
tendency to make it more and more difficult for a 
taxpayer to convince a Circuit Court that the Tax 
Court’s findings were arbitrary and not supported by 
substantial evidence. 


The Heininger case did not involve officers’ com- 
pensation, but dealt with a deduction for attorneys’ 
fees and expenses in resisting a post office fraud order 
against the taxpayer, a dentist. The question arose 
under the same section of the Code, namely 23 (a), 
and the problem involved was whether the expense 
was “ordinary and necessary.” 


The Dobson case involved the determination as to 
whether an item of income arising from a suit to 
rescind a sale of stock was taxable, and if so whether 
as ordinary or capital gain. It is an extremely inter- 
esting case on its facts and appears to give the Tax 
Court rather wide latitude to treat a problem as one 
of “tax accounting,” the determination of which, says 
the Supreme Court, shall be considered a finding of 
fact, rather than an appealable question of law. The 
“tax benefit” theory is indirectly approved by the 


Supreme Court despite the obvious attempt to “duck 
the issue.” 


There are no very recent decisions of the U. S. 
Supreme Court on the question of corporate officers’ 
compensation. The early case of Botany Worsted Mills 
v. U. S., 278 U.S. 282, 49 S. Ct. 129 (1929), is so un- 
usual on its facts as to be of little help in the average 
case. It was a case where the nature of the services 
rendered by the officers was not shown in the record 
below and it was decided on the basis of the “extraor- 
dinary, unusual and extravagant amounts paid by a 
corporation to its officers in the guise and form of 
compensation for their services, but having no sub- 
siantial relation to the measure of the services 
In concluding that the taxpayer failed to sustain the 
burden of showing that the amounts disallowed by the 
Commissioner were reasonable (i. e. were “ordinary 
and necessary expenses”) the Court relied on the fact 
that the amounts paid “greatly exceeded the amounts 
which as a matter of common knowledge are usually 
paid to directors .. .” 


It may be noted in passing that the Botany Worsted 
case dealt with a tax return for the year 1917 prior to 
the amendment of the law which specifically provided 
for a “reasonable allowance for salaries or other com- 
pensation.” The earlier statute merely provided for 
an allowance for “all the ordinary and necessary ex- 
penses paid or incurred in carrying on any trade 
or business.” The Revenue Act of 1918 specifically 
added the reference to “a reasonable allowance for 
salaries or other compensation . . .”5 

In the case of Thomas H. Welch v. Commissioner, 
290 U. S. 111, 54 S. Ct. 8 (1933), the Supreme Court 
again had occasion to interpret the statute with re- 
spect to the meaning of “ordinary and necessary 
expenses.” That case dealt with a deduction made 
by the taxpayer, a commission agent, for the payment 





5 That this amendment did make a practical difference in inter- 
pretation is illustrated by a comparison of United States v. Phila- 
delphia Knit. Mills, 273 Fed. 657 (C. C. A. 3, 1921), and later cases. 
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on account of indebtedness of a bankrupt company 
which he formerly represented. The case is of impor- 
tance in that it discusses the principles to be applied 
in determining when expenses are ordinary and 
necessary, and these principles would have similar 
application in determining when corporate compen- 
sation is reasonable. Without quoting at length from 
the Court’s opinion, the principles enunciated may be 
summarized as follows: 


(1) The taxpayer’s own judgment as to what is a 
necessary expense or what is reasonable compensation 
is entitled to considerable weight, and both the Com- 
missioner and the courts should be slow to override 
the taxpayer’s judgment in these matters. 


(2) The Court’s own experience should be applied 
in examining the facts for the purpose of determining 
whether or not the Commissioner had _ sufficient 
srounds upon which to base his findings. That such 
experience should be used in order to reach an objec- 
tive determination of the problem. 


(3) There is no set standard under the statute for 
determining what is an ordinary and necessary ex- 
pense or what is reasonable compensation, and each 
case must rest on its own facts, with some degree of 
uniformity in the Commissioner’s determinations to 
be based upon “norms of conduct,” (for example, the 
general scale of compensation known by the Com- 
missioner to be paid in similar businesses during the 
tax years involved). 

In this short article I cannot discuss all of the re- 
cent Circuit Court and Tax Court decisions bearing 
on our problem. I, therefore, am selecting just a few 
of the more significant decisions of the Circuit Courts 
for a brief review. 

There were four cases decided by the Circuit Courts 
in the last year or two which appear to be of greatest 
interest. They are: 


L. & C. Mayers Co., Inc. v. Commissioner of Internal 
Revenue, 131 F. (2d) 309 (C. C. A. 2—decided 
November 5, 1942). 

The Capitol-Barg Dry Cleaning Company v. Commis- 
sioner of Internal Revenue, 131 F. (2d) 712 
(C. C. A. 6—decided December 2, 1942). 

Crescent Bed Co., Inc. v. Commissioner of Internal 
Revenue, 133 F. (2d) 424 (C. C. A. 5—decided 
February 16, 1943). 

Fritzinger Company, Inc. v. Commissioner of Internal 
Revenue, 444 CCH §9115 (C. C. A. 3—decided 
December 22, 1943). 


In the L. & C. Mayers Co. case, supra, the Second 
Circuit indicated its extreme reluctance to interfere 
with the findings of the Tax Court in matters of rea- 
sonableness of compensation. The Tax Court had 
afirmed the action of the Commissioner in reducing 
the salaries of two officers of a closely held corporation 
from $30,000 to $20,000 each, despite net profits of 
about $144,000 for the year ended June 30, 1937, on 
sales of about $2,500,000 and net profit in the next 
year of about $211,000 on sales of $2,600,000. Said the 


Court: 


“We do not think it necessary to state the details of the 
business, for it is clear that such reductions as these are beyond 
the reach of our review and possibly even of that of the Tax 
Court. We do not indeed mean that we could not review any 
cut, however drastic; if the Commissioner had, for example, 
allowed no more than $2,400 we might well have been obliged 
to reverse the order affirming his ruling. But until it is appar- 
ent that the allowance exceeds any possibly reasonable limits, 
We should not intervene. . . .” 


_ In the Capitol-Barg case the taxpayer was success- 
‘ul in obtaining a reversal of the Board of Tax Ap- 
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peals. The Sixth Circuit Court allowed salaries of 
$23,840 and $11,420 to two officers after the Commis- 
sioner had reduced them to $15,000 and $4,375, and 
the Board of Tax Appeals had modified the Commis- 
sioner’s findings by allowing $17,500 and $8,750. The 
Court apparently did not think that the Board of Tax 
Appeals had such knowledge or experience with re- 
spect to the problem of reasonable compensation as to 
warrant the substitution of its judgment for that of 
the corporate Board of Directors, at least where such 
corporate action was supported by outside testimony 
at the Tax Board hearing. Said the Court: 

“Their testimony was unimpeached and should have been 
accepted by the Board in a matter in which the Board itself 
had no knowledge or experience upon which it could exercise 
an independent judgment. Watjen v. Louisville Tob. W’ House 
Co., 29 Fed. (2d) 801, 802 (C. C. A. 6); Toledo Grain & Milling 
Co. v. Commr., supra (62 Fed. (2d). p. 173 (1932 CCH ¥ 9580)); 
Bardach v. Commr., 90 Fed. (2d) 323, 326 (37-2 ustc § 9324) 
(C. C. A. 6); Nichols v. Commr., 44 Fed. (2d) 157, 159 (2 ustc 
91585) (C. C. A. 3). Where the testimony before the Board 


ought to have been convincing it may not arbitrarily be disre- 
garded. (Italics mine.) 


“We are not in accord with the Board’s decision. We think 
that the evidence considered in the aggregate is not legally 
sufficient to support it, or, put in another way, that it is contrary 
to the indisputable character of the evidence. See Tracy v. 
Commr., 53 Fed. (2d) 575, 579 (2 ustc J 818) (C. C. A. 6).” 

In the Capitol-Barg case the year involved was 1937. 
The tax return indicated net sales, $329,757.91 ; gross 
profits, $133,382.88; and net profits, $14,654.82. 

In the Crescent Bed case, supra, the Fifth Circuit 
affirmed the action of the Commissioner and the Tax 
Court in reducing the salaries of two brothers (offi- 
cers of a closely held corporation) from $50,000 to 
$25,000 each. It is to be noted in the Crescent Bed case 
there was no evidence introduced as to salaries paid 
by comparable firms. The Circuit Court stated: “It 
was petitioner’s burden to demonstrate that such 
salaries were unreasonably small,” and the Court in- 
dicated that as long as the finding of the Tax Court 
was supported by evidence it would not be disturbed. 

In the Crescent Bed case, the tax years involved 
were 1936 to 1939, inclusive. The important facts were 
as follows: 

Capital stock—$1,000,000. 

Gross Sales—about $600,000 per annum. 

Net Profits ranged from about $8,800 to $43,000 

per year. 

The two officers owned 92% of the stock. 

Dividends Paid—none in one year, and $30,000, 

$20,000 and $35,000 in other years. 

In the case of Fritzinger Company, Inc. v. Commis- 
sioner, supra, the Third Circuit Court of Appeals in a 
two to one decision sustained the findings of the Tax 
Court with respect to salaries paid to several officers 
and to family employees. In a short per curiam opin- 
ion, the Court indicated that the majority of the 
judges was not convinced that the findings of the 
Tax Court were unreasonable and arbitrary. 

The Fritzinger case dealt with a bakery corporation 
capitalized at $75,000, owned by a small family group. 
The Tax Court had sustained the Commissioner’s re- 
ductions in salaries from $8,000 to $3,900 for the 
company president, and from $5,200 to $2,600 for the 
company vice president.® The principal ground for 
the Tax Court’s refusal to interfere with the Com- 
missioner’s findings was the fact that the net income 
in each of the tax years (1936 to 1939 inclusive) was 
under $600, and the salary increases reflected a 100% 
jump between 1935 and 1936. 





* Other salary deductions were also involved. 















































































































































































































































































































































The decision of the Third Circuit in the Fritzinger 
case indicates a great reluctance on the part of this 
Court to interfere with the findings of the Tax Court 
on questions of reasonable compensation, even where 
the personal sympathy of the judges might be with 
the taxpayer. The failure of the Court to write a full 
opinion in the Fritzinger case (undoubtedly due to the 
fact that the Court is overburdened) is perhaps un- 
fortunate in that a full discussion of the principles 
involved might have been helpful in view of the 
apparent difference of opinion between the Second 
and the Sixth Circuits. This failure to write such an 
opinion is particularly unfortunate here, because the 
Court was divided in its conclusion. In view of the 
fact that the present Third Circuit Court of Appeals 
has five judges, it is not entirely clear whether the 
Third Circuit can be said to lean toward the view of 
the Second Circuit or the Sixth Circuit, but my opin- 
ion is that the Third Circuit as a whole probably 
inclines more toward the stricter policy of non-inter- 
ference with the Tax Court’s findings as enunciated 
by the Second Circuit in the L. & C. Mayers case.” 
The conclusion to be reached from a study of these 
cases is that most of the Circuit Courts of Appeal will 
refuse to interfere with findings of the Tax Court 
involving questions of reasonableness of corporate 
salaries, except in extreme cases where the record 
indicates that the findings of the Tax Court were 
arbitrary. This tendency has been strongly accentu- 
ated by the recent decisions of the U. S. Supreme 
Court. An additional conclusion is that each case 





™See Sportswear Hosiery Mills v, Commissioner, 129 F. (2d) 376 
(C. C. A. 3—June 25, 1942). In that case the court said: 

“‘The taxpayer, of course, had the burden of persuasion upon the 
point that the commissioner was wrong. The board heard the evi- 
dence and reached a conclusion sustaining him. It is well settled 
that the reasonableness of such allowance is a question of fact and 
equally clear that a conclusion of fact is binding upon us if 
supported.”’ 

Cf. Werner Machine Co., Inc. v. Manning, 129 F. (2d) 105 (C. C. A. 
3—May 28, 1943), a refund case, where the district court increased 


the commissioner’s salary allowances and the circuit court affirmed 
per curiam. 


S many times heretofore the cry has gone forth 

for a simple income tax return, again it is de- 
manded as such a necessity that the skies will fall 

if one is not provided. It has been clear to tax admin- 
istrators and others concerned with tax administration 
through the years that to provide the fullest justice in 
the taxation of income and to avoid hardship it is 
necessary to have what appears to the casual observer 
to be a complicated return. It is axiomatic that all of 
the happenings that develop under income production 
cannot be given their proper place in determining 
what one should contribute to the cost of government 
without those refinements in the income tax law which 
lead to confusion in the making of income tax returns. 
The average baseball score to one who is not familiar 
with the recording of the happenings of a baseball 
game is complicated and seems almost incapable of 
being understood, even though simplicity itself to one 
whose major concern in life is the game of baseball. 
Normally, the cry for simplicity in tax returns stems 
from persons who feel that they pay more tax than 
they would under some other form of taxation. A 
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{ Simplified Tax Returns? There Can’t Be! 


Condensed from the March, 1944 Bulletin of The National Tax Association 


must stand on its own facts. Therefore, decisions in 
other salaries cases are apt to be of little help in pro- 
ceedings before the Tax Court and the appellate 
courts, except for a reference to the guiding principles, 

The primary obstacle besetting the taxpayer in the 
trial of such cases before the Tax Court is the diff- 
culty of obtaining evidence of compensation paid by 
comparable firms. The attitude of the courts in plac- 
ing this burden upon the taxpayer rather than upon 
the Commissioner may be open to criticism, since the 
Commissioner with his Statistical Department is in a 
much better position to furnish such evidence. The 
question arises as to whether or not the taxpayer can- 
not partially overcome this hurdle by subpoenae of 
the tax reports of comparable companies in the hands 
of the Commissioner. I have a feeling that some day 
this will be attempted and the outcome of such an 
effort would be interesting. 

A new red flag has cropped up on the horizon re- 
cently which must be reckoned with in any discussion 
of salaries paid to stockholder-officers. On January 5, 
1942 the U. S. Supreme Court held in the Ragen case, 
that criminal prosecution could be sustained upon a 
set of facts where there was a plan to evade corporate 
taxes by the payment of grossly excessive salaries 
and that such prosecution would lie even though some 
small services were rendered by all persons to whom 
salaries were paid. It will be noted that the Circuit 
Court of Appeals had ruled that as long as some serv- 
ices were rendered, only civil penalties could be imposed, 
and this ruling was reversed by the Supreme Court. 

While it is not contemplated that the Commissioner 
will invoke the threat of criminal prosecution in the 
usual salaries case involving a close corporation, in 
the extreme case, particularly where stockholders or 
their relatives are put on the payroll who perform no 
services, it behooves the stockholders and officers to 
watch their step. A plan of salary payments clearly 
designed solely to evade taxes holds the danger of 
criminal prosecution as well as civil penalties. 

[The End] 


J 


return which brings a greater tax, even though simpler, 
is nevertheless quite unsatisfactory to them. It 1s 
apparent, however, that some degree of simplicity 15 
more satisfactory than the tax return which is devel- 
oped through a desire to balance too finely the various 
elements which indicate ability or lack of ability to 
contribute to the cost of government. Unquestion- 
ably, much of the difficulty developing from the present 
tax return stems from the fact that the horses were 
swapped in crossing the stream and that the adoption 
of a new policy gave further grounds for complaint 
against complexities. 

If persons obtained revenue from only one source, 
simplicity in tax laws and tax returns might be pos 
sible, but where people with great capacity and witha 
strongly developed acquisitive sense can have income 
from many sources and can frequently adjust the flow 
of this income to avail themselves of exemptions an 
other avenues of escape, complete simplicity is by no 
means practical. He who yearns for a simple tax 
return yearns for that which is not, has not been and 
ne’er can be. 
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By ISIDOR SACK 


HE capital gain and loss provisions of the Code 
| eter to gain or loss from sales or exchanges and 

do not comprehend that there can be a gain or 
a loss from a disposition which is not in fact, nor by 
statutory definition, a sale or exchange. The courts 
have frequently defined the terms “sale” and “ex- 
change,” distinguishing between them is not neces- 
sary here. If any disposition of property is a sale or 
exchange, then, unless it is an exchange of a non- 
taxable character, the gain or loss may be computed 
without deciding whether the transaction is a sale or 
an exchange. 

Sections 22 (f) and 111 (a) both refer to “sale or 
other disposition,’ but these sections contain very 
general statements of reference to other sections for 
the specific rules and all of these specific sections use 
the term “sale or exchange.” Consequently, the words 
“other disposition” in these two sections cannot be 
fairly construed, to broaden the tax to cover any dis- 
position, which is not a sale or an exchange. Yet, 
this has been done! 

In Commissioner v. Mesta, 123 F. (2d) 986 [41-2 
ustc { 9768], the court held that there could be a 
capital gain from a disposition which was not a sale 
or exchange. In this case the taxpayer transferred 
to his wife in a divorce settlement securities which 
appreciated in value. The court held that he realized 
a capital gain on the transaction and measured the 
gain by the entire appreciation. The court evolved 
the theory that the taxpayer discharged an obligation 
to his wife, measured by the market value of the 
securities and therefore realized a gain on the disposal 
of the securities. 


































Statutory Equivalents of a Sale or Exchange 


By statute, certain transactions, not themselves 
sales or exchanges, are treated for tax purposes as 
an equivalent of a sale or exchange. It should be borne 
in mind that these transactions are not in truth sales 
or exchanges, but they are so designated by the 
statute. 

The statute designates the following as sales or 
exchanges: 

Retirement of bonds, Sec. 117(f) 
Redemption of preferred stocks, Sec. 115(1) 
Liquidation of corporations, Sec. 115(c) 
Short sales of property, Sec. 117(g) (1) 
Failure to exercise options, Sec. 117(g) (2) 
Securities becoming worthless, Sec. 23(g) (2) 

Prior to their statutory designation as equivalent 
of sale or exchange, these transactions were not sub- 
ject to the capital gain or loss provisions. 
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Public Accountants and discussed this subject. 


Tax Problems on Securities Sales 


Mr. Sack is a Certified Public Accountant and a Member of the New York 
He has an intimate knowledge of tax matters connected with securities 
transactions. Recently he appeared before the New Jersey State Society of 


TAX PROBLEMS ON SECURITIES SALES 


Retirement of Bonds—It was held that a sale of 
bonds to the debtor even at less than par was a re- 
tirement. McClain v. Commissioner, 311 U. S. 527 
[41-1 ustc J 9168]. 

Redemption of preferred stock is a partial liquida- 
tion and is the statutory equivalent of an exchange. 
There was a time before the 1942 Act when gain in 
a partial liquidation was treated as a short term cap- 
ital gain. Persons who held preferred stock for a 
period long enough to constitute a long term capital 
asset found it tax-wise to sell such stock rather than 
to present it for redemption. The gain on the sale 
would be a long term gain rather than a short term 
gain if redeemed. If the sale was bona fide the right 
to do that, even for the sole purpose of saving taxes 
was unquestioned. Ina recent decision, W. P. Hobby, 
2 T. C. 980 [CCH Dec. 13,581], the Tax Court dis- 
cusses this proposition and in the course of an inter- 
esting opinion finds no objection to the use of a 
legitimate transaction which would impose upon the 
taxpayer the lowest tax. Strange to say, there were 
four dissents to this opinion, which may, however, 
have been influenced by the thought that the sales 
were not bona fide. 

Liquidation of corporations is the statutory equiv- 
alent of an exchange, with the exception, however, 
that the case of a liquidation of a subsidiary corpo- 
ration, which if certain facts exist, is a non-taxable 
exchange. The gain as well as the loss is a long term 
gain if the stock is a long term capital asset, regard- 
less of whether the liquidation is complete or partial. 
Prior to the 1942 Act, gains on partial liquidations 
were considered to be short term gains regardless of 
the holding period. 


Short Sales of Property 


A gain or loss is a capital loss; but the holding 


. period depends upon how long the stock was held. 


This makes for numerous interesting possibilities in 
arbitrage transactions and in trading in securities of 
companies in reorganizations. 


Short Sales 


The Department early recognized that short sales 
have to be treated differently from long sales, and 
it ruled that a gain ona short sale could not be deter- 
mined until a short trade was closed either by repur- 
chase or the delivery of long stock. 


This is now recognized by Section 117 (g) of the 
I. R. C., which provides that: 








“gains or losses from short sales of property shall be con- 
sidered as gains or losses from the sale or exchange of capital 
assets,” 


and the regulations provide that the holding period of 
the stock actually used to close out a short sale will 
determine whether the resulting gain or loss is a short 
term capital gain or loss. 


There is no question that these rules are sound. 
However, they have been applied almost from the 
beginning to permit a person to be long and short of 
the same stock at the same time. To that extent the 
decisions and rulings run counter to economic reality. 
3ut that principle has been so firmly embodied in the 
decisions that it must be accepted as settled. It is 
possible for a person to be both long and short of the 
same stock simultaneously, and short sales “against 
the box” are permitted, provided there is a definite 
intention to sell short. A mere bookkeeping desig- 
nation will not suffice. 


In Provost v. U. S.,269 U.S. 443 [1 ustc J 153], there 
is a complete description of the short sales process, 
such as, borrowing stock, covering sale, etc. Nearly 
all the stock exchanges have adopted rules for identi- 
fying short sales as such at the time of sale. It is 
important, therefore, to follow through on all mechanics. 


Dividends 


A person short of stock must pay the dividends 
thereon to the one from whom he borrowed it to 
make delivery. It has been held that these dividends 
are not deductible either as interest or as business 
expenses, except (possibly) to a person engaged in 
the business of buying and selling securities, Dart v. 
Comm’r, 74 F. (2d) 845 [35-1 ustc J 9056], Deputy v. 
Dupont, 308 U. S. 488 [40-1 ustrc § 9161]. They are 
capital items and enter into the final computation 
when the short position is closed out. 




































































































































































Interest credited on short sales is not reportable 
until the account is closed when for the first time the 
interest becomes available. The Commissioner has 
ruled that it becomes interest income and is not to be 
taken into consideration in determining gain or loss. 
I. T. 1764, CB II-2, 22. 

This short sale concept gives many opportunities 
for tax saving transactions. In the field of reorgani- 
zation securities, and in arbitrage operations, the op- 


portunities for tax saving are literally too numerous 
to mention. 










































































Failure to Exercise Options 








Gain or loss from failure to exercise options is a 
short term capital gain or loss. If you are troubled as 
to how there could be a gain from the failure to exer- 
cise an option, see G. C. M. 23,677, 1943-11-11442. If 
you receive $10 for an option to buy from you or to 
sell to you shares of the X company (puts and calls 
as they are called in Wall Street) the failure to exer- 
cise the option results in a short term gain to you. 
However, gain or loss upon the sale of an option (as 
distinguished from gain or loss from the failure to 


exercise it) is a capital gain or loss, long or short term 
as the case may be. 



























































Securities Becoming Worthless 








The loss from stocks and bonds—which are capital 
assets—becoming worthless is defined as a loss from 
a sale or exchange of a capital asset on the last day 
of the taxable year. Sales of securities which have 
become worthless are not effective to establish a capital 
loss, Heiss, 36 B. T. A. 833 [CCH Dec. 9801]. 
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Loss by Foreclosure 


The sale by a creditor of pledged securities is like 
any other sale and results in a capital loss just as if 
the debtor sold them voluntarily. There was much 
confusion and inconsistency of decisions on the sub- 
ject of foreclosure losses, but this was cleared away 
by the Supreme Court in Helvering v. Hammel, 31} 
U.S. 504 [41-1 ustc J 9169], when it held that the term 
“sale,” as used in the Revenue Act, included all sales 
whether voluntary or forced. 


Since the Hammel case there have been two deci- 
sions which are not in harmony with its principle. 
In Turney Estate v. Commissioner, 126 Fed. (2d) 712 
[42-1 ustc § 9368], the Fifth Circuit held that the 
transfer of a mortgage security in cancellation of debt 
was not a sale and, the debtor being insolvent, he 
realized no gain whatever. Although rendered after 
the Hammel decision, the opinion does not refer to 
that case at all. 


In Ganopuls, 39 B. T. A. 1120 [CCH Dec. 10,721] 
(N. A.), the Court held that the owner of property 
which was forfeited for non-payment of the balance 
due on the purchase price sustained an ordinary and 
not a capital loss. Whether the courts will follow 
these as exceptions to the Hammel rule remains to 
be seen. 


Sale of Stock to the Company 
Equivalent to Dividend Distribution 


Just as the law gives certain transactions which are 
not sales or exchanges the status of a sale or exchange, 
it takes from what is unquestionably a sale, the tax 
consequence of a sale, and terms it a dividend. Sec- 
tion 115 (g) of the I. R. C. provides that if a corpo- 
ration cancels or redeems its stock in such a manner 
as to make the distribution and cancellation essen- 
tially equivalent to a distribution of taxable dividend, 
the amount distributed shall be treated as a taxable 
dividend to the extent of the earnings and profits 
accumulated after February 28, 1913. 


Every time a stock is sold back to the issuing com- 
pany the application of this section must be consid- 
ered. It has been applied in a great variety of situa- 
tions. As stated in Brown v. Commissioner, 79 Fed. 
(2d) 73 (1935) [35-2 ustc J 9526], C. C. A. 3, the pur- 
pose of Congress was to narrow the distinction be- 
tween liquidating dividends and dividends out ot 
profits to the end that corporations might not resort 
to the device of stock redemption and cancellation, 
making a distribution to its shareholders, essentially 
resulting in a division of profits. A discussion ol 
many cases and the conflicting decisions on this sub- 
ject appears in Rheinstrom v. Conner, 125 Fed. (2d) 
790 [42-1 ustc § 9279]. 

There is a conflict between the first and second cir- 
cuits and the other circuits. 

The First Circuit in Cordingley, 78 Fed. (2d) 118 
[35-2 ustc § 9408], and the Second Circuit in Patty 
v. Helvering, 98 Fed. (2d) 717 [38-2 ustc J 9446], take 
the view that amounts paid in redemption of stock are 
not dividends unless the retirement was made pursu- 
ant to a plan at the time the stock was originally 
issued, and are of the opinion that the test of whether 
the distribution is essentially the equivalent of a tax- 
able dividend turns on whether the capitalization was 
for an honest business purpose. 

The Second Circuit states definitely that until the 
Supreme Court makes a different interpretation that 
would be the rule in this circuit. 
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In most cases the decisions turn on the facts. Why 
was the stock issued? Did business conditions justify 
a reduction of capital? 

The courts have consistently held that each case of 
the type here presented must stand on its own par- 
ticular facts and the rule is so stated in the regulations. 
When a company increases its stock in a period of 
expansion, and then redeems some of it in a period of de- 
pression, the facts determine the result most of the time. 

Where a preferred or common stock once issued as 
a dividend is redeemed, the redemption will almost 
always be treated as a taxable dividend by the Board 
and by all the circuits except the First and Second. 
On one case, however, the terms of the preferred stock 
issue required a redemption annually of at least 5% 
of the amount of preferred stock outstanding and the 
Board held that such redemption did not come within 
the provisions of this section. Lembcke, 33 B. T. A. 
700 [CCH Dec. 9170}. 

The existence of a substantial amount of accumu- 
lated undivided profits or earnings available for the 
payment of dividends at a time when there is a dis- 
tribution upon the redemption of stock invites close 
scrutiny of the distribution. 

In one case arising in the 7th Circuit—Parker v. 
U. S., 88 Fed. (2d) 907 [37-1 ustc J 9137], the Court 
held that this section did not apply against the holder 
of stock who acquired it for full value from the orig- 
inal recipient; so a redemption which would be 
a dividend in the hands of the original recipient was 
a sale in the hands of a purchaser for full value. 

The same view is expressed as dicta by Second Cir- 
cuit in Cordingley, 78 Fed. (2d) 118 [35-2 ustc J 9408], 
but that remark is not as significant as the cited 
decision, as the Second Circuit is one of those that do 
not regard redemptions as taxable dividends unless 
the stock was originally issued pursuant to a plan to 
distribute dividends. 

The statute is silent on the effect of the redemption 
on the basis of the stock with respect to which the 
stock now redeemed was issued. 

To illustrate: If a stock dividend is received the 
basis of the old stock is proportionately apportioned 
to the old and the new, and some of the basis is appor- 
tioned to the stock now redeemed. The old stock may 
have been sold and only the apportioned part of the 
basis applied against the proceeds. I have found only 
one case in which this problem arose and where the 
court had before it the returns of the year in which 
the stock was issued, as well as the year in which 
it was redeemed, and the Court worked out a just 
result. Randolph v. Commissioner, 76 Fed. (2d) 472 
[35-1 uste § 9169.] What would have happened if the 
redemption occurred many years later is hard to say. 

An interesting example of the deliberate use of this 
section for the purpose of making a redemption of 
stock a dividend so as to give the corporation a divi- 
dends paid credit appears in Vesper Co., Inc., v. Com- 
missioner, 131 Fed. (2d) 200 (C. C. A. 8) [42-2 ustc 
{ 9734]. 

In this case the company, because of a deficit, was 
prohibited by the State law from declaring dividends. 
When confronted with a surtax on undistributed 
profits, it devised a plan to circumvent the State law 
by redeeming a portion of the outstanding stock pro 
rata to all stockholders out of the earnings of the 
tax year. 

It was held that the distribution was essentially 
equivalent to the distribution of a dividend and tax- 
able as such to the stockholders. See also Fostoria 
Glass Co., 45 F. Supp. 962 [42-2 ustc J 9616]. 


Tax Problems on Securities Sales 


Prior to 1942 the sale of stock to the issuing corpo- 
ration raised the question of whether it was a partial 
liquidation, gains from which were taxed in full re- 
gardless of the holding period of the stock. 

There are a number of cases where this question is 
discussed. The provision for taxing gains on partial 
liquidation in full was repealed by the Revenue Act 
of 1942 and the Senate Committee stated that it be- 
lieved the proper application of Section 115 (g) will 
prove adequate to prevent taxable dividends disguised 
as liquidations from receiving capital gain treatment. 
Senate Report #1631, October 2, 1942, page 160. 


Sale by a Corporation of Its Own Stock 


When acompany sells its own stock of original issue 
it is raising capital and does not realize any gain or 
loss regardless of the relationship between the sales 
price and the par value, intrinsic value or market value 
of the stock sold. Where, however, it acquires stock 
once issued and thereafter sells it, gain or loss may 
result. The present rule prescribed by regulation is: 
“Tf a corporation deals in its own shares as it might in 
the shares of another corporation, the resulting gain 
or loss is to be computed in the same manner as 
though the corporation was dealing with the shares 
of another.” 

It has been held that the sale of Treasury stock to 
employees comes within this definition. In Commis- 
sioner v. Air Reduction Company, 130 Fed. (2d) 145 
[42-2 ustc J 9598], Judge Learned Hand dissented on 
what I believe to be the realistic ground, that a corpo- 
ration offering its own shares to its officers as an 
inducement to give them an interest in the business 
is not dealing in its own shares as it might in the 
shares of another corporation. 

In Helvering v. Edison Bros. Stores, 113 Fed. (2d) 
575 [43-1 ustc J 9273], certiorari denied, 319 U. S. 752, 
the company bought stock and resold it to its em- 
ployees and was held taxable on the profit. The com- 
pany contended that the sale of its own stock to its 
employees under a plan adopted by the corporation 
for the purpose of creating and sustaining employee 
interest in the affairs of a corporation is not dealing in 
its own stock as it might deal in the shares of another 
corporation. 

The Court brushed this argument aside and held 
that the fact that the sales were made to employees 
is not alone determinative of the character of the 
transaction viewed as a whole. The Court held that 
the earlier federal cases involving earlier and differ- 
ent regulations must give way to the later decisions 
based on later regulations. Certiorari was denied. 

In Dr. Pepper Bottling Co., 1 T. C. 80 [CCH 
Dec. 12,884], the company bought its own stock and 
resold some to certain stockholders pursuant to an 
arrangement to effect a permanent equal division of 
stock control. The Court held that this was an opera- 
tion which could not have been accomplished by deal- 
ing in the stock of another corporation and held that 
it was a rearrangement of capital, and the profit was 
a mere incident and not taxable. An indication of 
how insistent the Treasury is in regarding every sale 
of a company’s own stock as resulting in a gain or 
loss is the Treasury’s non-acquiescence to this 
decision. 


Transferee Liability 


A stockholder receiving property on the liquidation 
of a corporation is liable for any taxes due the 
government by the corporation to the extent of the 
assets received by him. If called upon to meet this 
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liability the amount is properly a deduction of the 
proceeds received by him and either reduces the profits 
or increases the loss. It has so been held in a 
number of B. T. A. decisions to which the Commis- 
sioner acquiesced, but the Commissioner now holds 
that the tax should be deducted in the year in which 
it is paid and not in the year in which the liquidating 
dividend was received (G. C. M. 16730 CB XV-1, 179). 

This is in accord with the principal decision, Burnet 
v. Sanford Brooks, 282 U. S. 359 [2 ustc { 636], that 
the requirement of annual accounting for tax purposes 
requires that the deduction should be postponed to 
the year of payment. 


Time When Loss or Gain Is Realized 


When securities are sold in one year and payment 
does not take place until the following year, as in the 
case of transactions on the security exchanges during 
the last few days of December, it has been held that 
the trade date determines the year in which the Joss 
is sustained, (Ruml v. Commissioner, 83 Fed. (2d) 
257 [36-1 ustc J 9221]), but the delivery date in the 
case of a gain, (Taylor, 43 B. T. A. 563 [CCH 
Dec. 11,646] ). 

The Treasury had a different rule and it took many 
adverse court decisions to induce it to change the rule. 
However, this has been done and the Treasury finally 
revoked its prior rules and adopted the reasoning of 
the decisions (G. C. M. 21503, CB 1939-2-205; I. T. 
3485, CB 1941-1, 240). 


Of course it is foolhardy for me to dissent from the 
opinions of the Circuit Court, acquiesced in by the 
Treasury, but I think they are wrong in that they 
recognize as the date of sale any date before the trans- 
action was consummated, title passed and the pur- 
chase price paid. I do not see why the mere fact that 
all of the terms of a sale are agreed should be deter- 
minative of the date when a transaction takes place, 
but the courts have so held and that is the rule re- 
gardless of what I think of it. 


Securities in Reorganization 


When securities are received for other securities 
in a taxable reorganization, the effective date of the 
transaction is the date as of which the taxpayer is 
entitled to receive the new securities. If he postpones 
receiving them until a later fiscal year, he is neverthe- 
less taxable on the gain in the year in which he was 
entitled to receive them (Thatcher, 46 B. T. A. 869 
[CCH Dec. 12,486]). 


Value of Securities Received with 
Restrictions Against Sale 


What value should be placed in the “proceeds” col- 


umn for securities received with restrictions against 
their sale? 


In 1937 the Supreme Court in Helvering v. Tex- 
Penn Oil Co., 300 U. S. 481 [37-1 ustc 9 9194], had 
before it a case where the taxpayer received in a tax- 
able reorganization a large number of shares of oil 
stock, subject to restrictive agreement with the bank- 
ers not to sell them during the life of the bankers’ 
syndicate, 90 days, with the right in the syndicate 
to extend the restriction another 90 days. 

The case involved fantastic sums. Originally, addi- 
tional taxes of more than $40,000,000 were claimed, 
and nearly $6,000,000 were allowed by the Board, all 
based on the market value of large blocks of stock 
received in a reorganization, which took place in 1919. 
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When the case came before the Supreme Court in 
1937, the oil development proved to be an absolute 
failure, and this emphasized the highly speculative 
quality of the security and may have influenced the 
judgment of the court. The court held that “Under 
the peculiar circumstances of this case the shares of 
Transcontinental Oil stock, regard being had to their 
highly speculative quality and the terms of a restric- 
tive agreement making their sale impossible, did not 
have a fair market value capable of being ascertained 
with a reasonable certainty when they were acquired 
by the taxpayer.” 

The broad principle announced by the Supreme 
Court, namely, that stock of a highly speculative char- 
acter and restricted against sale has no fair market 
value, has been followed in some cases and distin- 
guished in others. It is probably too broad for gen- 
eral application and there is an observable tendency 
to whittle down the principle. 

A taxpayer may not postpone the taxation of a gain 
involved in the acquisition of property by a voluntary 
agreement not to sell the property for a certain period 
(G & K Manufacturing Co., 76 Fed. (2d) 454 [35-1 
ustc {| 9280]). You cannot manipulate yourself into 
a position to take advantage of this situation where 
the facts do not naturally lead to the same result. As 
one court said: “The government cannot of necessity 
be left to the mercy of agreements between individ- 
uals,” (Wright v. Commissioner, 50 Fed. (2d) 747 [2 
ustc J 772]). 

An agreement restricting the sale of stock to the 
company at an agreed price does not deprive the stock 
of market value as the owner is not required to sell. 
Possibly, it may lessen the value but it does not deprive 
the stock of a fair market value (Behles v. Commis- 
sioner, 87 Fed. (2d) 228 [37-1 ustc § 9030]). 

In Helvering v. Schuh Trading Company, 95 Fed. 
(2d) 404 [38-1 ustc J 9171], the Seventh Circuit Court 
held that there was no market value for stock received 
in an exchange, subject to a restriction against sale 
for six months, but that the removal of restrictions 
gave it a market value, and the value on the date the 
restrictions were removed was used to determine the 
tax result of the exchange. 

The Third Circuit disagreed with the principle of 
this case and expressed the opinion that a mere re- 
striction against sale for one year does not as a matter 
of law deprive stock of all market value, and held 
that a one year restriction on stock was not sufficient 
to deprive it of market value where the value was not 
highly speculative. Heiner v. Gwinner, 114 Fed. (2d) 
723 [40-2 ustc J 9663]. 


Identification of Securities Sold 


If a person owns securities bought at different times 
and at different prices and sells only part of them, the 
question of identifying which shares are sold is obvi- 
ously important. The answer will determine the 
amount of the gain or loss as well as the holding 
period. 

The primary rule is stated in the regulations (Arti- 
cle 22 (a) (8)) as follows: 


“If shares of stock in a corporation are sold from lots pur- 
chased at different dates or at different prices and identity of 
the lots cannot be determined, the stock sold shall be charged 
against the earliest purchases of such stock.” 


Note that this applies only if the identity cannot 
be determined. If either the taxpayer or the Commis- 
sioner can identify the shares sold the rule does 
not apply. 

The courts have held that what a-taxpayer sells 
are the certificates he delivers and if the certificates 
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actually delivered can be identified as having been 
bought on a specific date that identification will de- 
termine the tax result. 

As stated in Snyder, 29 B. T. A. 39 [CCH Dec. 8233], 
the rules state a presumption that is rebuttable. It 
does not estop the taxpayer from producing evidence 
of the identity of the shares sold. Wherever for.one 
reason or another the shares sold can be identified with 
the lots purchased, there is no occasion to use this rule. 

It is a common practice to keep securities with bro- 
kers who commingle securities of one customer with 
others, all registered in the names of the brokers or 
the brokers’ nominees or occasionally in what is called 
a “street” name (that is the name of another broker 
or broker’s nominee), so that the shares belonging to 
one customer cannot be distinguished from those be- 
longing to another. 

In Helvering v. Rankin, 295 U.S. 123 [35-1 ustc 
{ 9343] the court held that where stocks in a margin 
account are held by brokers in their own names, 
commingled with stock of their own or other customers, 
and are concededly incapable of identification, the 
designation by the customer of the lot he desires to 
sell if transmitted to the broker will be sufficient. This 
establishes the principle, which is recognized by the 
Treasury, that the owner of stocks can get away from 
the first-in first-out rule by directing the broker to 
sell shares purchased on a particular date or out of 
a particular lot. 

However, this applies only where the shares actu- 
ally delivered are not capable of identification. If 
for any reason the shares can be identified and the 
broker fails to carry out the customer’s instructions 
and delivers shares which can be identified as having 
been purchased on a date other than that designated 
by him, the cost of the shares actually delivered must 
be used in determining the gain or loss. Davidson v. 
Commissioner, 305 U. S. 44 [38-2 ustc J 9548]. 

Identification by instruction to brokers is not the 
only way of identifying the shares sold. Where 
securities are kept in separate depositories, deliveries 
by the depositories identify the shares sufficiently to 
prevent the arbitrary use of the first-in first-out rule. 


Summary 


Where the shares delivered can be identified, the 
identification will prevail over any intention expressed 
by the owner. Where they are commingled so that 
identification is not possible, the first-in first-out rule 
applies, unless the owner designates that the sale shall 
be applied against a particular purchase, and in that 
case the designation will prevail. 

What securities are “first-in”’? There is no ques- 
tion about that in the case of securities purchased. If 
an owner however purchases some securities and re- 
ceives others by way of gift or inheritance, the statu- 
tory holding period of each lot is to be used in applying 
the first-in first-out rule rather than the actual dates 
on which the securities were acquired by the owner. 
Section 22 (a) (8) of the regulations provides that “in 
the determination of the earliest purchases of stock the 
tules prescribed in paragraphs (1), (2), (3), (4) and 
(5) of Section 117 (h) (relating to the period for which 
property has been held) shall be applied.” 

In Helvering v. Campbell, 313 U. S. 15 [41-1 ustc 
{ 9359], the court held that where securities were dis- 
tributed to a beneficiary, by trustees of a testamentary 
trust—the holding period began at the date of death; 
next come the shares purchased by the executors and 
then the shares purchased by the trustees. The shares 
purchased by the taxpayer were last acquired even 
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though in fact he acquired them before he received 
the distribution from the testamentary trust. 


Identity of Shares Received in a Tax-free Exchange 


In a line of decisions beginning with Von Gunten v. 
Commissioner, 76 Fed. (2d) 670 [35-1 ustc { 9306], the 
Circuit Courts and the Tax Court have held that if 
shares acquired at various prices and at various times 
are exchanged in a tax-free reorganization for the 
shares of a new company, the aggregate collective 
basis of the original stock which was surrendered must 
be averaged over the new stock received. Although 
the cost must be averaged can the holding period still 
be retained? In other words, can the new securities 
be applied to each purchase and regarded as being 
held from the date of each purchase? The Von Gunten 
decision does not pass on this point. 

In Fuller v. Commissioner, 81 Fed. (2d) 176 [36-1 
ustc J 9058], the First Circuit overruled the Board and 
held that the Von Gunten decision did not prevent an 
owner from identifying shares sold as being the out- 
growth of a particular purchase and from designating 
at the time of sale the particular lots he intended to sell. 


Effect of Using Wrong Basis in a Prior Year 

If a taxpayer receives securities in a taxable trans- 
action under circumstances where he should report 
the value as income and fails to do so, can he use the 
correct statutory basis, namely, the value at the time 
of receipt, in a later year when he sells the security, 
the earlier year being outlawed? Sometimes the court 
holds that the principle of estoppel applies and some- 
times that it does not. In Francis A. Countway v. Com- 
missioner, 127 Fed. (2d) 69 [42-1 ustc § 9401], the 
taxpayer failed to report income when he received the 
stock and was allowed to use the value as a basis when 
he sold it. The court held that estoppel did not apply. 
But in Commissioner v. Farren, 82 Fed. (2d) 141 [36-1 
ustc § 9095], the court held that the entire amount 
received upon sale was income. In this case the Com- 
missioner pleaded estoppel and on that basis the 
decision would seem to be sound although not in con- 
formity with the decision in the Countway case. The 
court, however, based its decision on the ground that 
as the stock cost the taxpayer nothing he had no basis. 
If he desires to substitute the value for cost he must 
bring himself within the regulation requiring him to 
report the value as income and this he could not do. 

In Hawke v. Commissioner, 109 Fed. (2d) 946 [40-1 
usTc J 9281], the taxpayer received stock by way of 
compensation and did not report it in income. How- 
ever, he disclosed all the facts fully to the Collector 
and apparently both the Collector and the taxpayer 
erred in thinking that the receipt was not taxable. 
The court held that in a later year when the stock was 
sold, the taxpayer could use the value as a basis and 
was not estopped by his prior error. 

In Myers, 1 T. C. 100 [CCH Dec. 12,893], the tax- 
payer received bonds in a reorganization and treated 
the receipt as non-taxable. Later on the Supreme 
Court held in the LeTulle case that such an exchange 
was taxable. The Board allowed the taxpayer to use 
the statutory basis and held there was no ground for 
estoppel. 

The effect of these decisions was somewhat impaired 
by the decision of the Board in Timken, 47 B. T. A. 494 
[CCH Dec. 12,811]. In this case a property dividend 
was not included in income when received and the 
court held that the basis for the property was zero 
when it was sold. There were seven dissents from this 
decision but it does not seem to have been appealed. 
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Another line of cases on this general point deals 
with the situation which results when a taxpayer sells 
part of his holdings of securities and erroneously uses 
too much of the basis—what effect does that have on 
his use of the correct basis when he sells the balance 
of his holdings in a later year? 

In Schmidlapp v. Commissioner, 96 Fed. (2d) 680 
| 38-1 ustrc J 9285], the taxpayer sold part of a block 
of stock at a profit in 1929. He did not report the 
profit but applied it to reduce the book cost in the 
remaining shares. 

In 1932 he sold the remaining shares and claimed 
a deductible loss by using the correct basis, namely, 
the cost of the shares sold in 1932 not reduced by the 
unreported profit of 1929. 

It was held that he was entitled to this notwith- 
standing that the correction of the 1929 return was 
barred by the statute. 

However, in L. K. Walker, 35 B. T. A. 640 [CCH 
Dec. 9600], the court held the taxpayer to an incor- 
rect basis by stating that the first-in first-out rule 
and the average rule of the Von Gunten case are not 
rules of law but rules of convenience, stating that “the 
rules of allocation are not ends in themselves but only 
means to the end of returning to the taxpayer his 
capital investment free from tax we do not 
think it is now proper to apply retroactively a theo- 
retically correct method of getting an erroneous 
result.” 

The court in Wobber Bros., 35 B. T. A. 890 [CCH 
Dec. 9628], which followed soon after the Walker case 
distinguished the latter and did not apply it, where a 
taxpayer used up the cost of 1,792 shares. of stock 
against a sale of 1,500 shares and was allowed to use 
the correct basis of the 292 shares when he sold them 
in a later year. 

The court said that the Walker case was concerned 
with the application of the first-in first-out rules and 
the averaging rule of the Von Gunten case, both rules 
of convenience and not rules of law. 

In Estate of Carrie Lehman, B. T. A. #4105072, 
Memo. Opinion December 22, 1941 [CCH Dec. 
12,232-F], the court followed the Walker case, where 
the taxpayer’s claim for a higher basis than his re- 
maining book value was founded on the regulations 
and not on the statute. It may be that we have a 
line of distinction by the Tax Court between Walker 
and Schmidlapp cases, a line not very broad it is true, 
but nevertheless sufficiently clear for practical use 
that a taxpayer may use the correct statutory basis 
for property sold regardless of prior errors, but where 
the basis claimed by him is determined by regulations, 
he may be held to a position which will not give him 
in the aggregate over all the years more than his 
aggregate basis. The Circuit Court decisions have 
not narrowed the Schmidlapp case in this manner. 


The Purchase of Stock Below Market 
Value by Employees 


Section 22 (a) (1) of Regulations 103 states that “if 
property is transferred by an employer to an employee 
for an amount substantially less than its fair market 
value such employee shall include in gross 
income the difference between the amount paid ; 
and its fair market value to the extent that such dif- 
ference is in the nature of compensation for services 
rendered or to be rendered . . .” A similar and 
even broader regulation has been in force under many 
of the prior revenue acts. 

The earlier cases on this subject are not in harmony 
and it is difficult to harmonize them. The most recent 
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cases, however, have given full effect to this regula- 
tion. If an employee receives an option to buy stock 
and when he purchases the stock, the market value 
is in excess of the purchase price, the difference is 
taxable income to him provided the option was given 
to him as compensation for services rendered. The 
controversy is therefore narrowed to the determina- 
tion of whether the option was given as compensation 
for services. 

In Geeseman, 38 B. T. A. 258 [CCH Dec. 10,112], 
the Continental Can Co. sold stock to employees un- 
der a general employees’ stock option plan. The dif- 
ference between the purchase price and the market 
value was held not to be taxable income to the em- 
ployee as the court found that these options were not 
given as compensation to each employee but merely 
as an incentive for greater interest in the company— 
a rather fine distinction. Similarly, Adams, 39 B. T. A. 
387 [CCH Dec. 10,591]. 


Where the fact that the option was given as com- 
pensation is unquestioned the courts are holding gen- 
erally that the difference is taxable at the time the 
employee purchases the stock. A discussion of this 
appears in Estate of E. J. Connolly, 45 B. T. A. 374 
[CCH Dec. 12,120], aff’d 135 Fed. (2d) 64 [43-1 usrc 
{, 9366], and this principle has been followed in many 
other cases. 

In one case there was apparently an effort to con- 
ceal the nature of the bargain purchase. Under an 
employment contract the taxpayer was entitled to a 
bonus but he was required to purchase stock of the 
company at $10 per share for the amount of the bonus. 
At the time of payment of the bonus and purchase of 
the stock, it was worth more than $10 per share. The 
court held that the only reasonable explanation of the 
provision for the payment of the bonus and the pur- 
chase of this stock on the same day is that the parties 
intended that the bonus should be only in measure of 
the amount of stock to be received by the employee 
as additional compensation. The case is treated as if 
the stock were given as compensation. Geo. W. Mason, 
125 Fed. (2d) 540 [42-1 usrc J 9217]. 

In the Estate of M. J. Hammers, T. C. Docket 
4111373, October 19, 1943 [CCH Dec. 13,560(M)], 
the stock purchased by an employee was subject to 
an obligation to deposit it in escrow as collateral 
security for debt of the issuing company. Even 
though the stock was freed from restrictions before 
the close of the year the court held that the crucial 
date is the date of the receipt of the shares and as 
on that date the stock had no market value, no taxable 
income resulted from the purchase. 

In the ordinary case, where it is desired to com- 
pensate an officer by giving him the opportunity to 
purchase shares of stock at a favorable price, it is done 
so that the stock ownership would give him a continu- 
ing interest in the company. Very often the price 
fixed under the option is above the market price at 
the time the employment contract is entered into, 
the theory being that if the employee, generally the 
manager or other senior officer, builds up the company 
so that the stock has value, he will participate in such 
value through the purchase. If he has to pay a tax 
on the difference in value as additional compensation 
at the time he buys the stock he must sell a substan- 
tial amount of the stock in order to provide for the 
tax, which of course reduces his interest in the 
company. 

This section of the law is objectionable from the 
standpoint of effectuating these policies. [The End] 
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income be taxed thereon? Several recent 

cases, Jergens v. Commissioner,’ and Edward 
Mallinckrodt, Jr.,2 seem to answer this question in the 
afirmative. Those cases involved trust situations 
where a person, other than the grantor, was given 
broad powers over the trust corpus and the income 
therefrom and it was held that such person (donee of 
the power) was taxable on the trust income under 
Section 22(a) I. R. C., even though he did not exer- 
cise his right to receive the income, and did not assign, 
realize or otherwise enjoy it in any way. 

This new concept of income seems to be in conflict, 
at least in principle, with several other Circuit Court 
decisions, hereinafter discussed, and also appears con- 
trary to the old concept of income as heretofore defined 
by the Supreme Court, notwithstanding the fact that 
certiorari was denied in the Jergens case. 

General acceptance and application of this new doc- 
trine will result in all sorts of anomalous situations; 
in fact, it may open a tax avoidance loophole not here- 
tofore available to taxpayers in high surtax brackets. 
For instance, suppose H, a wealthy taxpayer, irre- 
vocably transfers securities to a corporate trustee with 
directions to distribute currently all the net income 
to himself for life, with remainder over to his son. 
W, H’s wife, who is in a lower surtax bracket, is given 
the power to alter or amend the trust agreement in 
any way whatsoever, including the right to withdraw 
any part or all of the trust corpus or income for her 
own benefit. Further, suppose that during the taxable 
year she did not exercise any of the said powers and 
the income was distributed to and used by H. 

Following the decisions in the two cases cited, it 
would seem that W, the wife, would be taxable on all 
the trust income under Section 22(a), even though she 
did not receive, assign or enjoy the income in any 
way, and even though the income was distributed cur- 
rently to H, pursuant to the terms of the trust agree- 
ment. The ground for taxing W under Section 22(a), 
as applied in the cases cited, is that she had unfettered 
command and control over the trust corpus (power to 
withdraw) and as the Fifth Circuit said in the Jergens 
case, “control over income warrants the imposition of 
the tax incidence of that income upon the person who 
commands its disposition whether he takes it for him- 
self or not.” 

A decision that W, rather than H, was taxable under 
the facts above stated would doubtless make the Com- 
missioner very unhappy because it is obvious that H 
could be taxed under the express provisions of Section 
162 I. R. C. for the reason that the income was cur- 
rently distributable to him under the terms of the 
trust agreement. Moreover, he would seem to be the 
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*B. T. A. Memo. Opinion, Docket No. 107, 163, affirmed 138 F. 
(2d) 497 (CCA-5), certiorari denied November 8, 1943. 

22 T. C. No. 140. See also, W. C. Cartinhour v. Commissioner, 
3T. C. No. 61, promulgated since the preparation of this article. 


Unexercised Rights to Receive Income 


UNEXERCISED RIGHTS TO 
RECEIVE INCOME 


By MURRAY M. FLACK 


The case of Andrew Jergens v. Commissioner has given a new concept to 
income, says the author, who is one of the Cincinnati attorneys who carried the 
case to the Supreme Court where certiorari was denied. 


logical person to pay the tax on the income because 
he directed its disposition and in fact received and 
enjoyed it. 

The anomalous situation is that two persons can be 
held taxable on the identical income of the same trust, 
H under Section 162, and W under Section 22(a) and 
the two cases cited. This brings up several interesting 
questions. Is the Commissioner to be given the right 
to select one of several persons against whom to assess 
the tax? Suppose he assesses the tax against both 
persons, and after payment they bring separate suits 
for refund in the district court. Who will prevail? 

Suppose similar facts, except that the donee of the 
power was not advised thereof during the taxable year 
and of course made no election in respect thereto. 
Would the donee nevertheless be taxable? 

From the foregoing it is apparent that this new 
concept of income, as pronounced in the two cases 
cited, will raise some nice administrative problems 
and some more interesting litigation. While the ques- 
tion involved is quite simple, it is so fundamental and 
basic in our course of tax jurisprudence that it merits 
careful study and consideration. 


The Jergens Case 


In the Jergens case, the taxpayer’s wife, as grantor, 
transferred certain securities and insurance policies 
(which she had taken out on taxpayer’s life) to trustees 
and directed that the net income be applied as follows: 
First, to pay the premiums on the insurance policies; 
second, to pay a certain amount each month to an 
aunt of the grantor; and third, to pay the remaining 
net income to the grantor for life. The taxpayer was 
given the right to withdraw all or any part of the 
trust corpus, except the insurance policies which he 
could withdraw only with the consent of the grantor. 
He was also given the power to alter, modify and/or 
amend the trust agreement in any respect, except that 
he could not make the proceeds of the insurance 
policies payable to his estate. The grantor reported 
as taxable income the amounts currently distributed 
to her, and the trustees paid tax on the income applied 
on the insurance premiums. 

After failing in his attempt to hold the grantor tax- 
able on the income applied on the insurance premiums, 
Amy B. Jergens v. Commissioner, 127 F. (2d) 973 
(CCA-5), the Commissioner determined that the entire 
net income, including the amounts distributed cur- 
rently to the grantor, constituted taxable income to 
her husband under Section 22(a) of the Revenue Act 
of 1936. In sustaining the Commissioner’s determina- 
tion, the Board of Tax Appeals cited Corliss v. Bowers, 
281 U. S. 376 (which case involved a grantor of a 
revocable trust) and quoted an excerpt from Mr. Justice 
Holmes’ opinion to the effect that: “The income that 
is subject to a man’s unfettered command and that he 
is free to enjoy at his own option may be taxed to him 
as his income, whether he sees fit to enjoy it or not.” 
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In affirming the Board of Tax Appeals, the Circuit 
Court of Appeals for the Fifth Circuit followed the 
same line of reasoning. The basis of its decision is 
_ Stated in one sentence, which reads as follows: 

“It is the long-settled course of tax jurisprudence that such 
control over income warrants the imposition of the tax inci- 
dence of that income upon the person who commands its 
disposition whether he takes it for himself or not. Reinecke 
v. Northern Trust Co., 278 U. S. 339; Corliss v. Bowers, 281 U. S. 
376; Lucas v. Earl, 281 U.S. 111; Helvering v. Clifford, 309 U. S. 
331; Helvering v. Horst, 311 U. S. 112; Harrison v. Schaffner, 
213 U. S. 579.” 

There seems to be some doubt whether the cases 
cited will support the application of the rule to a mere 
donee of an unexercised power, under Section 22(a) or 
under any other section of the statute. There is a line 
of cases, some of which were cited by the Fifth Cir- 
cuit, where the Supreme Court held that donors or 
grantors of trusts are taxable on income which they did 
not actually receive, but in all of those cases the tax- 
payers (donors or grantors) directed the disposition of 
the income and thereby realized the benefit thereof. 


The Fifth Circuit Cases 


Now let us turn to the cases cited by the Fifth Cir- 
cuit in support of the proposition quoted above. The 
Reinecke case involved a grantor of two revocable trusts, 
and the Supreme Court held that the trust properties 
were includible in his estate for estate tax purposes. 
No income tax question was presented. Corliss v. 
Bowers involved a grantor of a revocable trust taxable 
under Section 219(g) of the 1924 Act. Section 22(a) 
was not mentioned. There the grantor not only reserved 
the right to revoke the trust but he directed that the 
income be paid to his wife, thereby actually exercising 
his command over the income and in effect realizing the 
benefit thereof. The Court said that it was concerned 
with the “actual command” over the property and the 
“actual benefit” for which the tax was paid, and added 
that “If a man directs his bank to pay over income as 
received to a servant or friend, until further orders, no 
one would doubt that he could be taxed upon the 
amounts so paid.” In Lucas v. Earl the Supreme Court 
held that certain wages and fees earned by the tax- 
payer were taxable to him under Section 22(a), and 
that he could not escape the tax thereon by assigning 
or directing that the income be paid to his wife. Hel- 
vering v. Clifford involved a grantor of a short-term 
trust who retained and reserved to himself such control 
and dominion over the trust properties and income 
that the Supreme Court regarded him as remaining 
the owner thereof for purposes of taxation. Moreover, 
he exercised control over the income by directing that 
it be paid to his wife. In the Horst case the Supreme 
Court held that an owner of property may not escape 
tax on the income therefrom until he actually divests 
himself of the source of the income. In Harrison v. 
Schaffner the Supreme Court held that an anticipatory 
assignment of trust income by way of gift does not 
preclude the taxation of such income to the assignor. 
After discussing Sections 22(a), 161 and 162 of the 
Act, the Court in the Harrison case said: 

“In construing these and like provisions in other revenue 
acts we have uniformly held that they are not so much con- 
cerned with the refinements of title as with the actual command 
over the income which is taxed and the actual benefit for which 
the tax is paid. See Corliss v. Bowers, 281 U. S. 376, 74 L. ed. 916, 
50 S. Ct. 336; Lucas v. Earl, 281 U.S. 111, 74 L. ed. 731, 50 S. Ct. 
241, supra; Helvering v. Horst, 211 U. S. 112, ante, 75, 61 S. Ct. 
144, 131 A. L. R. 655, supra; Helvering v. Eubank, 311 U. S. 122, 
ante, 81, 61 S. Ct. 149, supra; Helvering v. Clifford, 309 U. S. 331, 
84 L. ed. 788, 60 S. Ct. 554, supra. It was for that reason that in 
each of those cases it was held that one vested with the right to 
receive income did not escape the tax by any kind of anticipatory 
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arrangement, however skillfully devised, by which he procures 
payment of it to another, since, by the exercise of his power to 
command the income, he enjoys the benefit of the income on which 
the tax is laid.” (Italics supplied.) 


It thus appears that the test laid down by the 
Supreme Court is that “actual command” plus “actual 
benefit” warrants the imposition of the tax, and the 
Court said that a taxpayer may realize the actual bene- 
fit “by the exercise of his power”. To apply that rule 
to a donee of an unexercised power seems to eliminate 
the element of benefit or enjoyment. If this point will 
be kept in mind it may aid in the solution of the 
problem. 

In Edward Mallinckrodt, Jr., supra, the petitioner, 
who was co-trustee of a trust created by his father, was 
upon his request entitled to all of the income of the 
trust, except $10,000.00 payable annually to his wife. 
In addition, he had broad powers of management as 
co-trustee, and with the consent of his co-trustee had 
the right to terminate the trust by taking the entire 
corpus. No request was made by the petitioner for 
payment of the trust income during the taxable years, 
and pursuant to the terms of the trust indenture said 
income was added to the trust corpus. 


The Commissioner’s Contention 


The Commissioner contended that since the peti- 
tioner had very substantial rights over the trust corpus 
and the unrestricted right to request and receive all of 
the income, except $10,000.00 per annum payable to 
his wife, the undistributed income was taxable to him 
under Section 22(a), even though he did not actually 
receive it. In sustaining the Commissioner’s deter- 
mination, the Tax Court, in a majority opinion written 
by Judge Turner, seemed to get considerable comfort 
out of Jergens v. Commissioner, supra, and Corliss v. 
Bowers, supra. In fact, it quoted the now familiar 
excerpts to the effect that “control over income war- 
rants the imposition of tax * * *” etc., and that “the 
income that is subject to a man’s unfettered com- 
mand * * *” etc. However, the Court seemed re- 
luctant to state that it rested its decision on the doc- 
trine enunciated in Corliss v. Bowers, as applied in the 
Jergens case. It is true that the Jergens case is dis- 
tinguishable from the Mallinckrodt case in that the 
taxpayer in the latter could not withdraw the trust 
corpus without the consent of the corporate trustee, 
but since the corporate trustee had no adverse interest, 
it is not believed that this distinction would have been 
regarded as material if the Court had been sure that 
the doctrine applied in the Jergens case was otherwise 
sound. In this dilemma, and in order to find additional 
support for its decision, the Court turned to Helvering 
v. Clifford, supra, and applied the doctrine of “con- 
trol.” In comparing the Clifford case, the Court said, 
inter alia, that “The fact that the powers and rights 
are not the retained powers and rights of a grantor 
but were received by petitioner as beneficiary of the 
trust and by grant from his father makes them no less 
substantial”. 

Judge Sternhagen dissented without written opinion. 
Judge Mellott, in a concurring opinion, stated that 
inasmuch as the Supreme Court had denied certiorar! 
in the Jergens case, he concurred in the result reached 
“notwithstanding the substantial doubt which I have 
that the rule of Helvering v. Clifford, 309 U. S. 331, 
should be so extended”. Judge Opper stated in 4 
concurring opinion that he did not think it was neces- 
sary to resort to the principle enunciated in the Clif- 
ford case because he thought that the income was 
taxable to the petitioner under the doctrine of con- 
structive receipt. Judge Black, in a dissenting opinion, 
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which was concurred in by Judges Arundell, Leech 
and Harron, stated that he thought that the income in 
question was clearly taxable to the trust as a separate 
legal entity under the provisions of Sections 161 and 
162, and that he saw no occasion for taxing the income 
°e ° “cc 

to petitioner under Section 22(a) “by what I regard as 
a strained application of the Supreme Court’s decision 
in the Helvering v. Clifford case”’. 

The Jergens and Mallinckrodt cases seem to be in 
conflict, at least in principle, with Commissioner v. 
Giannini? and Commissioner v. Mott.* In the Giannim 
case the taxpayer, president of the Bancitaly, was 
entitled to receive as compensation 5% of the yearly 
net profits, with a guaranteed minimum of $100,000.00. 
He declined to accept a portion of the compensation to 
which he was entitled, and upon his refusal to accept 
it the Board of Directors decided to donate it to the 
University of California. The Commissioner con- 
tended that the petitioner was taxable on the compen- 
sation which he had refused to accept. The Board of 
Tax Appeals,® in rejecting that contention, said: 

“It is elemental that an individual may refuse to enforce a right, 
forswear a debt due him, or relinquish a claim. After such action 
it is equally basic that his debtor retains full possession and 
ownership of the thing renounced. It is obvious also that no 
one is compelled to accept compensation or payment for serv- 
ices or goods. When he refuses to do so he cannot be charged 
with the amount so refused and abandoned, as an item of income. 
Under no theory of constructive receipt can it be compensation 
within the meaning and definition of income.” (Italics supplied.) 

In affirming the Board’s decision, the Ninth Circuit 
distinguished some of the Supreme Court cases here- 
inabove discussed by showing that the taxpayers in 
those cases “realized” the “enjoyment” of the income 
by “procuring payment” to another, or by “antici- 
patory assignment” to another. Then the Court stated 
as follows: 

“Now, turning again to the instant case. The findings of the 
Board, supported by the evidence, are to the effect that the 
taxpayer did not receive the money, and that he did not direct its 
disposition. All that he did was to unqualifiedly refuse to accept 
any further compensation for his services with the suggestion 
that the money be used for some worth-while purpose. So 
far as the taxpayer was concerned, the corporation could have 
kept the money. All arrangements with the University of Cali- 
fornia regarding the donation to the Foundation were made 
by the corporation, the taxpayer participating therein only as 
an officer of the corporation. 

“In this circumstance we cannot say as a matter of law that the 
money was beneficially received by the taxpayer and therefore 
subject to the income tax provisions of the statute. . . . In our 
opinion the inferences drawn by the Board are more reasonable 
and comport with that presumption of verity that every act 
of a citizen of good repute should be able to claim and receive.” 
(Italics supplied.) 

In Commissioner v. Mott, supra, the Circuit Court of 
Appeals for the Sixth Circuit also decided that a per- 
son cannot be taxed on income which he did not 
actually or constructively receive. In that case peti- 
tioner was trustee of three trusts under which he was 
entitled to receive 3% of the income as compensation 
tor services. He declined to accept any compensation 
for his services as trustee and both the Board and the 





*129 F. (2d) 638 (CCA-9). 
*85 F. (2d) 315 (CCA-6). 
542 B. T. A. 546, at 566. 


Circuit Court held that the amount of compensation 
to which he was entitled but which he declined to 
accept was not taxable to him. The Sixth Circuit 
said, inter alia, that “to hold that he is chargeable with 
receiving compensation which he might have received 
but did not receive would be contrary, in our opinion, 
to the aims and purposes of the income tax laws 

In our opinion there was no constructive receipt of 
it by the taxpayer which rendered it taxable to him.” 
In that case, the taxpayer had “command” and “con- 
trol” over the income which he had earned. He could 
have taken it if he had elected to do so, yet the Sixth 
Circuit held that he was not taxable thereon. 

In Estate of Gertrude Leon Royce,® the decedent had 
the power during her lifetime to withdraw any part 
or all of the trust corpus of a trust created by her 
husband. The Board held that the power terminated 
upon her death and that the trust corpus was not 
includable in her estate for estate tax purposes. 

In Edith Evelyn Clark,’ the taxpayer was a donee of 
a power to withdraw any part or all of the corpus of a 
trust created by her husband. The taxpayer relin- 
quished said power, and the Commissioner held said 
relinquishment subject to the gift tax. The Board 
rejected the Commissioner’s determination and held 
that no taxable gift had been made. 


Conclusion 


Returning to the Supreme Court cases above dis- 
cussed for a solution to the question, it seems that the 
concept of income as defined by that Court is some- 
what broader than the concept as applied in the Jer- 
gens and Mallinckrodt cases. For instance, as shown 
above, the Supreme Court not only relies on the ele- 
ment of “control”, but it also stresses the element of 
“benefit” or enjoyment. And the Court stated that 
the “benefit” can be realized by the exercise of the 
“control” or (power), that is, by directing the dispo- 
sition of the income. The application of the rule laid 
down by the Supreme Court in those cases to a differ- 
ent factual situation, that is, to one involving a donee 
of an unexercised power, seems to eliminate the ele- 
ment of benefit and enjoyment. 

The reason for the anomalous situation existing in 
the hypothetical example hereinabove recited, that is, 
where two persons are taxable on the identical income 
of the same trust, is that the benefit, realization and 
enjoyment is in H, the husband (taxable under Section 
162), and the “control” or “command” is in W, the 
wife (taxable under the Jergens and Mallinckrodt 
cases). As between unexercised “control” and actual 
“enjoyment”, it would seem more logical to tax the 
person realizing the enjoyment because he receives 
the money or property with which to pay the tax. 

The humor in the whole situation is that in such 
cases the trustee is always very anxious to pay the 
tax, but the Commissioner will have nothing to do 
with him. [The End] 


*° 46 B. T. A. 1090, acquiesced in by Commissioner, I, R. B. No. 30, 
July 27, 1942. 


7147 B. T. A. 865, acquiesced in by Commissioner, I. R. B, No. 51, 
December 21, 1942. 
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Western Heimsphere Trade Corporations enjoy certain tax advan- 
tages as stimuli to participation in the “Good Neighbor Policy.” 


NITED STATES businessmen who are already 
concerning themselves with post-war business 
planning, should consider the prospects of for- 
eign trade in the Americas. With German, Japanese 
and British economic activity in Latin America cur- 
tailed by the war, the fields for capital investment, 
and exporting and importing projects in South Amer- 
ica, Central America, Canada and Newfoundland are 
particularly opportune. Large corporate taxpayers 
should especially be attracted to these possibilities, 
despite the relative risks that might be entailed. 
There was as much as 125 billion dollars of liquid 
assets in the form of currency, bank deposits and 
government bonds held by the United States public, 
exclusive of banks and insurance companies, by 
December 31, 1943, estimates the Department of 
Commerce.t Much of this capital should find itself 
starting new enterprises, expanding old ones, and 
offering new products. American continental mar- 
kets might commend themselves to these corpora- 
tions which seek comparatively profitable fields of 


investment and relief from heavy tax burdens in our 
country. 


The accompanying table indicates the magnitude 
of Latin American foreign trade in 1938—the last 
peace year—and suggests the even greater business 
potentialities of Latin American countries. 

One’s first reaction to such a thought is apt to be 
negative when one recalls the recent hostile treat- 
ment of foreign capital by many Latin American 
countries. Many of them are still in default on their 
government bonds. Bolivia and Mexico actually con- 
fiscated foreign investments, and most of them tax 
and restrict many foreign business enterprises. On 
the other hand, Canada and Newfoundland in North 
America and Brazil, Chile, Colombia and Venezuela 
in South America are much more friendly to foreign 
capital. All the countries of the western hemisphere 
actually welcome and invite some special types of 
investments and trade of which they are in particular 
need. Our Latin American embassies and the United 
States Bureau of Foreign and Domestic Commerce 
are anxious to aid our people in surveying these new 
business opportunities for them. The expectation is 
that the Latin American countries will welcome much 
more United States capital in the future. 

The Good Neighbor Policy is no empty dream. Our 
Government is trying hard to implement it by lend- 
lease arrangements and Government loans through 
the Export-Import Bank. It has gone even further 
and legislated in the Revenue Act of 1942 the special 
tax entity, known as the Western Hemisphere Trade 
Corporation, with decided federal tax benefits to in- 
duce domestic corporations to engage in foreign 
American commerce. Not only may new capital avail 








1 Survey of Current Business, January, 1944, p. 19. 
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itself of this plan, but corporate investors, exporters and 
importers already engaged in western continental enter- 
prises, outside the territorial limits of the United 
States, may avail themselves of these federal tax 
saving features. 


A western hemisphere trade corporation means a 
domestic corporation all of whose business is done in 
any country or countries in North, Central or South 
America, in the West Indies, or in Newfoundland, 
and which satisfies the following conditions: 


(a) If 95 per cent or more of the gross income of 
such domestic corporation for the three-year period 
immediately preceding the close of the taxable year 
(or for such part of such period during which the 
corporation was in existence) was derived from 


sources other than sources within the United States; 
and 


(b) If 90 per cent or more of its gross income for 
such period or such part thereof was derived from the 
active conduct of a trade or business.’ 

The federal tax advantages of a western hemisphere 
trade corporation are twofold. It is exempt from 
surtax for taxable years beginning after December 3], 
1941, and it pays no excess profits tax.* Section 105 of 
the Revenue Act of 1942 offers the interested cor- 
poration the new inducement of exemption from sur- 
tax. The excess profits tax saving comes about by 
virtue of the fact that a western hemisphere trade 
corporation satisfies more than the minimum requisites 
of an exempt corporation recited in section 727 of the 
Code. As to this latter point, the requirement, in 
the matter of gross income from sources other than 
sources within the United States in corporations excmpt 
from excess profits tax, is identical with that of a 
western hemisphere trade corporation. However, as 
to gross income from active trade or business, the 
western hemisphere trade corporation, with its 90 
per cent requirement, more than meets the lower 
requirement of 50 per cent. 

What is meant by the phrase “active conduct of a 
trade or business . . . from sources other than sources 
within the United States”? Actually, this is an old 
tax question. The regulations do not specifically state 
what constitutes “active conduct of a trade or bust- 
ness” or “engaging in trade or business” without or, 
for that matter, within the United States. They are 
silent on this question especially as pertaining to this 
type of corporation, or to the United States territorial 
corporation, on which the former is patterned. Hence, 
in the absence of statutory or judicial interpretation 
of these words, we must seek our answer in other 
sections of the Internal Revenue Code. 





2 Internal Revenue Code, Sec. 109. Senate Finance Committee 
Report No. 1631 of the 77th Congress, Second Session. 

3 Internal Revenue Code, Secs, 15 (b) and 727. Regulations 103, 
Sec. 19.109-1 (added by T. D. 5230, 1943-4-11357). 
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Generally, any activities beyond the mere receipt of 
income from property and the payment of organiza- 
tion and administration expenses incidental to the 
receipt and distribution thereof constitute “carrying 
on or doing business” within the meaning of Section 
105(b) of the Revenue Act of 1935, as amended, re- 
lating to capital stock tax and “engaging in trade or 
business” within the meaning of Sections 211 (b) and 
231 (b) of the Revenue Act of 1936, relating to income 
tax. This concept was borne out in a Treasury De- 
partment memorandum which held that the phrase- 
ology as to the general concept of engaging in trade 
or business within the United States in the law relat- 
ing to capital stock tax and that relating to income 
tax was synonomous.® Under other sections of the 
Internal Revenue Code, “engaging in trade or busi- 
ness” within the United States does not include the 
mere sale of stocks, securities and commodities 
through a broker, but does include the performance 
of personal services.® 


The courts have endorsed this interpretation of the 
meaning of “engaging in trade or business” in the 
United States. The purchase and sale of securities in 
the United States by a foreign banking corporation 
through its New York correspondents did not consti- 
tute doing business by such corporation in the United 
States, and the corporation, therefore, was not subject 
to the capital stock tax imposed by Section 215(b) of 
the National Industrial Recovery Act and Section 
701(b) of the Revenue Act of 1934.’ 

With respect to the same capital stock tax liability, 
this very principle was upheld under the later Reve- 
nue Acts. Where a foreign corporation has no office 
or place of business within the United States and its 
only activities consist of effecting transactions in the 
United States in stocks, securities, or commodities 
through a resident broker, commission agent, or cus- 
todian, such corporation is exempt from capital stock 
tax imposed by Section 105(b) of the Revenue Act 
of 1935, as amended.® 


This rule is equally applicable under the other re- 
cent Revenue Acts. A foreign banking corporation 
which continuously engaged in business activities on 
a large scale in this country through bankers, and 
brokerage and investment houses in New York City, 
although it had no office or place of business or gen- 
eral agent in this country, was “engaged in business” 
in the United States within the meaning of Section 38 
of the Revenue Act of 1909 and was therefore subject 
to the excise tax of that section.® Mere investments 
in the United States by a foreign corporation do not 
constitute “carrying on or doing business” in the 
United States within the meaning of Section 215(b) 
of the National Industrial Recovery Act.’° The Reve- 
nue Act of 1938 and the current Internal Rev enue 
Code have upheld this concept of the phrase “engag- 
ing in trade or business.” ™ 


What is meant by gross income! 


The term “gross income” is commonly understood. 
Section 119(c) of the Internal Revenue Code defines 


* Lewellyn v, Pittsburgh, B. & L. E. R. Co. (222 Fed. 177 (A. F. 
T. R. 465)). McCoach v. Minehall & Schuylkill Haven Railroad Co. 
(228 U. S. 295 (57 L. Ed. 842, 33 S. Ct. 419, 3 A. F. T. R. 2872)). 

5G. C. M. 17014 (C. B. XV-2, 317 (1936)). 

* Internal Revenue Code, Secs. 119, 143, 144, 211 and 231. 

*U. S. Circuit Court of Appeals for the Second Circuit in, Union 
Internationale de Placements v. Hoey (96 F. (2d) 591 ([38-1 ustc 
1 9284] 21 A. F. T. R. 140, reversing 22 A. F. T. R, 1244)). 

8G. C. M. 17014 (C. B. XV-2, 317 (1936)). 

® Berliner Handels-Gesellschaft v. U. 8., 90 Ct. Cl. 75, 30 F. Supp. 
490, 24. A. F. T. R.. 196. Ct. BD. 1443, C. B. 1940-1, p. 244 [39-2 ustc 
{ 9796] (certiorari denied, 309 U. S. 668). 

S. T. 703, C. B. XII-2, p. 314, (Regulations sec. 137.52.) 

1G. C. M. 22069, C. B. 1940-1, p. 242. 









gross income from sources within the United States 
so as to include (1) interest, (2) dividends, (3) com- 
pensation, (4) rentals and royalties, (5) gains, profits 
and income from real estate.’? It is also elaborately 
defined in Section 22 of the Internal Revenue Code, 
but the definition throws no light on our specific problem. 
However, Section 119(e)(2) in dealing with the subject 
of income from sources within the United States says 
that “gains, profits and income derived from the pur- 
chase of personal property within and its sale without 
the United States, or from the purchase of personal 
property without and its sale within the United States, 
shall be treated as derived entirely from sources 
within the country in which sold.” (Italics supplied.) 
The Regulations are even more explicit in explain- 
ing the term “gross income” when they treat per- 
sonal property. They say “income derived from the 
purchase and sale of personal property shall be treated 
as derived entirely from the country in which sold...” 

Another approach to a concept of “gross income” is 
to examine the Internal Revenue Code’s explanation 
of it in still other connections. 

When treating with non-resident foreign corpora- 
tions doing business within the limits of the United 
States, “gross income” includes only fixed or deter- 
minable annual or periodical income from sources 
within the United States. It does not include profits 
from sales of securities or commodities through a 
resident broker, commission agent, or profits derived 
from the sale within the United States of personal or 
real property.'* 

Resident foreign corporations are, however, not 
limited as above, but are permitted in general to in- 
clude every item of gross income from sources within 
the United States as determined under Section 119. 
It includes profits from sales of securities and other 
property, except those items which are specifically 
exempt from taxation by statute or treaty, or which 
are not taxable by the Federal Government under the 
Constitution. 

The western hemisphere trade corporation is mod- 
elled as to text and purpose on the provisions of 
domestic corporations doing business in the United 
States territories such as the Philippines, Guam, 










FOREIGN TRADE, 1938 OF THE MINERAL LATIN AMERI- 
CAN COUNTRIES—MEXICO, THE PACIFIC COAST, 
BOLIVIA, VENEZUELA, THE GUIANAS, AND 
THE NETHERLANDS WEST INDIES 
(in millions of gold dollars) 


Imports Exports 
United States Lon 225 167 
Japan ..... eens 14 5 
Germany ... ; 81 61 
United Kingdom ; 194 149 













FOREIGN TRADE, 1938 OF THE TROPICAL AGRICUL- 
TURAL LATIN AMERICAN COUNTRIES—BRAZIL, 
CENTRAL AMERICA AND WEST INDIES 
(in millions of gold dollars) 


Imports Exports 
United States .. ; 288 304 
Gee. ..<...-. Peeaiaridt 13 14 
Germany .. nee 29 44 
United Kingdom seers 92 92 











FOREIGN TRADE, 1938 OF THE NON-TROPICAL AGRI- 
CULTURAL LATIN AMERICAN COUNTRIES— 
ARGENTINA, PARAGUAY AND URUGUAY 
(in millions of gold dollars) 


Imports Exports 
United States ......... 84 41 
OO See ee 21 6 
I ee aa 53 69 


United Kingdom ...... 99 163 
(Source: League of Nations, Network of World Trade, 1942.) 


12 See also I. R. A. secs. 22 (b) and 231 (d). 
1337. R. A, Sec. 119 (e) (2). Regulations Sec. 19.119-8. 


#7, R. A., Sec. 231 (a), Regulations 103, Sec. 


19.231-2, as 
amended by T. D. 5226, 1943-4-11350, February 1943. 
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Panama Canal Zone, and Puerto Rico.'® 

The latter’s judicial history throws some added 
light on the question as to the actual meaning of the 
terms “engaged in trade or business” and “gross 
income.” 

A domestic corporation raised fruits and other 
products in Puerto Rico, which were sold in the 
United States. The Board of Tax Appeals held that 
it derived its income from sources within the United 
States and did not come, therefore, within the provi- 
sions of Section 262 of the Revenue Act of 1921."° 

In another case, a domestic corporation operated 
a sugar mill in the Philippines. The Board of Tax 
Appeals held that sugar received in the Philippines 
as compensation for milling services was income at 
the time and place where received.” 

These two cases confirm the law on sales and hold 
that the situs of the sale, where the title to the prop- 
erty passes, in the absence of a contrary intent, is the 
source and origin of gross income in foreign trade. 

The minimum requirements that a domestic cor- 
poration must have to qualify under the western 
hemisphere trade corporation provision in order to 
enjoy its tax benefits, in the light of these statutes, 
judicial decisions, and opinions, are the consumma- 
tion of sales in the American continental countries, 
outside the limits of the United States, in the case of 
an export corporation within the quantitative statu- 
tory stipulations. 

Just how would the western hemisphere trade cor- 
poration apply to the various economic enterprises? 

In the case of a domestic purchasing corporation, 
operating in the Americas other than in the United 


7, R. A., Sec. 251. 

1% Porto Rico Consolidated Fruit Co., et al., 16 B. T. A. 778 [CCH 
Dec. 5210]. 

17 San Carlos Milling Co., Ltd., 24 B. T. A, 1132 [CCH Dec. 7334], 
affirmed (C. C. A.-9), 63 F. (2d) 153, 12 A. F. T. R. 152 [3 ustc 
| 1049]. 








Mr. E. H. Cambell, head of the new y Penis Division, 
Bureau of Internal Revenue, New York City. 
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States, and buying native products, the purchase and 
subsequent sales should be made legally outside the 
bounds of the United States but on the North and 
South American continents, within the statutory 
quantitative requirements, no matter where on earth 
the merchandise is thereafter shipped, in order to 
effect the aforementioned tax benefits. 

Since the statute providing for a western hemi- 
sphere corporation is still in its infancy and there have 
been as yet no judicial interpretations of it, as a mini- 
mum, export and import domestic corporations in 
order to qualify under this statute should establish 
a sales and purchasing agency in the particular 
American countries of their choice, and maintain a 
set of books of accounts there. 

Of course, domestic mining and agricultural cor- 
porations should have little difficulty, by comparison, 
in meeting the qualifications of a western hemisphere 
trade corporation. However, since they would have 
to root themselves more firmly in foreign soil because 
of the nature of the enterprises, they would be, by 
comparison, in greater jeopardy to foreign hostile 
legislation, which i in its nature is only a relative con- 
sideration depending upon the countries involved 
and the commodities in which these corporations are 
engaged. 

Domestic manufacturing companies in American 
countries outside the limits of the United States might 
find that the federal government would allocate some 
of their gross income to the foreign country of their 
activity and some to our own, for tax purposes, if the 
sales were consummated in the United States. This 
might readily result in such companies’ not being able 
to qualify as western hemisphere trade corporations. 
Of course, if the manufactured goods were sold 
abroad, the United States would have no tax interest 
in such companies. 

Corporations operating to some extent in foreign 

countries must not be oblivious of the fact that they 
are exposing themselves to the tax, as well as to the 
political jurisdiction, of those countries. Accordingly, 
such corporations might be subject to the dual 
multiple taxation of the foreign and our own coun- 
tries. Only an investigation as to what the foreign 
tax burdens would be can resolve one aspect of the 
problem. As for the other, you now know what our 
own country has to offer to induce you to engage in 
foreign American trade, if you qualify as a western 
hemisphere trade corporation. 

Legally, there are no specific prerequisites for the 
corporation which wishes to qualify as a western hem- 
isphere trade corporation. It might be organized in 
any state in the union and should recite in its certifi- 
cate of incorporation that it is authorized to engage 
in foreign trade. It need not declare that it is organ- 
ized as a western hemisphere trade corporation for 
tax purposes. If it does make such a declaration in its 
certificate of incorporation and it fails to comply with 
the tax requirements, its corporate acts might be 
considered de facto rather than de jure. Mere compli- 
ance with the tax requirements of the western hemi- 
sphere trade corporation is sufficient to award its tax 
benefits. New corporations can take immediate ad- 
vantage of the tax saving benefits offered a western 
hemisphere trade corporation. They are not required 
to have a three year history before enjoying such 
benefits, for specific statutory recital grants domestic 
corporations having less than three years experience, 
the right to use their own shorter period of experience 
as a standard for the determination of the nature 0! 
their operations. [The End] 
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EVENUE acts presently effective, impose upon 
R individuals a normal tax, surtax and victory tax. 

The personal exemption allowed for victory tax 
purpose is different from that allowed for normal tax. 
Some of the deductions allowable for normal tax are 
not allowable for victory tax. There is an earned in- 
come credit allowable for normal tax, but not for 
surtax or victory tax. Basically the normal tax rate 
is 6%, victory tax rate 3% and the surtax rates gradu- 
ate from 13% upwards. 


Individual Tax Rates 


It is proposed that the normal tax, surtax, victory 
tax and earned income credit be eliminated entirely ; 
and that there be substituted an individual income 
tax at the following rates: 

Taxable income, less 
allowable deductions, 
personal exemption 


--dependents— 7—— The tax shall be —~ 

But Plus Of excess 

Over not over percent over 
$ 0 ? 22% $ 0 
2,000 4,000 $ 440 25 ,000 
4,000 6,000 940 29 4,000 
6,000 8,000 1,520 33 6,000 
8,000 10,000 2,180 37 8,000 
10,000 12,000 2,920 41 10,000 
12,000 14,000 3,740 45 12,000 
14,000 16,000 4,640 49 14,000 
16,000 18,000 5,620 52 16,000 
18,000 20,000 6,660 55 18,000 
20,000 22,000 7,760 58 20,000 
22,000 26,000 8,920 61 22,000 
26,000 32,000 11,360 64 26,000 
32,000 38,000 15,200 67 32,000 
38,000 44,000 19,220 70 38,000 
44,000 50,000 23,420 72 44,000 
50,000 60,000 27,740 75 50,000 
60,000 70,000 35,240 78 60,000 
70,000 80,000 43,040 81 70,000 
80,000 90,000 51,140 84 80,000 
90,000 100,000 59,540 86 90,000 
100,000 150,000 68,140 88 100,000 
150,000 200,000 112,140 90 150,000 
200,000 157,140 91 200,000 


The foregoing table combines the present normal 
tax 6%, and the present victory tax 3%, with present 
surtaxes. Because interest on certain government and 
other obligations is subject presently only to surtax, it 
would be necessary to allow as a credit against the tax 
9% of such interest presently subject to surtax only. 
_ To determine the tax it is necessary only to subtract 
Irom taxable income the allowable deductions, per- 
sonal exemptions and credit for dependents, and then 





Federal Tax Simplification Suggestions 


By D. M. LIVINGSTON 


“The record of our Fighting Forces in buying War Bonds has always been good. The men 


apply the amounts and rates indicated by the ap- 
plicable bracket in the foregoing table. 


No change is necessary apparently in the present 
system of withholding income tax on salaries and 
wages. 

The optional return for individuals whose gross in- 
come is less than $3,000 might well be dropped. Once 
a taxpayer in this class learns that an optional form 
may be used, he isn’t satisfied until the tax has been 
calculated on both forms 1040 and 1040A. If both 
forms are completed to determine the lesser tax, any 
simplicity promised by the optional form is lost. 


Corporate Taxes 


Present Revenue Acts impose on corporations a 
normal tax, graduated if the income is not over $50,000, 
and fixed if it exceeds $50,000; a surtax likewise gradu- 
ated on incomes up to $50,000 and fixed above $50,000; 
a capital stock tax; a declared value excess-profits tax, 
and an excess-profits tax. 


The normal tax and surtax can be simplified by 
combining the two in a normal tax imposed at rates 
shown in the following table: 

Taxable income, less 


allowable deductions 7—-The normal tax shall be 


But Plus Of excess 

Over not over percent over 
0 $ 5,000 eer 25% $ 0 
5,000 20,000 $1,250 27 5,000 
20,000 25,000 5,300 29 20,000 
25,000 50,000 _ 6,750 53 25,000 
LU | | eae | 40 0 


The capital stock tax can well be eliminated. It was 
imposed during a period in which income taxes alone 
did not produce the required revenue. Practically it 
is a tax on profits at a maximum rate of 14%, with the 
privilege extended to the taxpayer of purchasing in- 
surance against payment of the declared value excess- 
profits tax, with the guessing odds at about one to six, 
expressed in ratio of premium to risk. 


The declared value excess-profits tax is the risk for 
which the taxpayer is accorded the privilege of buy- 
ing insurance through the capital stock tax. Since 
these two taxes go together, the declared value excess- 
profits tax should also be eliminated. 


To replace the revenue lost through eliminating the 
capital stock tax and the declared value excess-profits 
tax, it is suggested that the excess-profits tax rate be 
set-at 85% and that provisions of the Revenue Acts 
which provide for post-war refund, or credit cur- 
rently used, be eliminated ; likewise the sections which 
place an over-all limitation of 80% on the total income 
tax and excess-profits tax. [The End] 


who are at the fronts, the men who know what this war really means in terms of bullets and bombs, 
or those who are stationed in isolated spots and know the war for its loneliness and discomfort— 
these men do not require much urging to buy Bonds. They have had a good chance to appreciate 
the United States and all it stands for and they are ready to invest all they can to protect their 


homes, their comforts, the way of life they knew before they went away.” 


Treasury, Henry Morgenthau, Jr. 


Federal Tax Simplification 


Secretary of the 

































































































































































































































































































































































































































































































































CARRY-OVERS AND CARRY-BACKS 


By JOSEPH A. MALONEY 


HE need of post-war reserves has been widely 
discussed. However, the present law, in the pro- 
visions relating to the carry-back and carry-over 

of net operating losses and unused excess profits credits, 
provide a type of post-war reserve which may be of 
tremendous significance to many corporations. If 
such provisions remain in the law, and they should be 
left in, they may be a dominant factor in shaping post- 
war plans of industry. 

sriefly stated, a net operating loss in a given taxable 
year may be carried back and offset against net income 
of the two preceding years and if such loss is not fully 
absorbed the balance may be carried forward and off- 
set against net income, if any, of the two succeeding 
years. Similarly, an unused excess profits credit of a 
given taxable year may be carried back and offset 
against excess profits net income of the two preceding 
years, and if such unused credit is not fully absorbed 
the balance may be carried forward and offset against 
excess profits net income of the two following years. 
In no event is the carryback of net operating loss, or 
of unused excess profits credit to be carried back to a 
year beginning prior to January 1, 1941. 

The effect of the operating loss provision can be 
illustrated simply by assuming the case of a corpora- 
tion which has net taxable income for 1942 and 1943 of 
$100,000, a loss of $300,000 in 1944, and a profit of 
$100,000 again in the years 1945 and 1946. The $300,000 
loss would first be carried back and offset entirely the 


Assumptions: Excess profits credit 
Specific exemption 


$95,000 
5,000 


carry-over or carry-back. 


A. If no carry-back or carry-over were allowed 







Net income Normal 
Year or loss* and surtax 
1942 .. $300,000 $ 40,000 
1943 500,000 40,000 
1944 200,000* 
1945 200,000* 
1946 100,000* 
1947 100,000 40,000 

$400,000 


$120,000 





B. With allowance of carry-back and carry-over 





Net income Normal 
Year or loss* and surtax 
1942 $300,000 $ 40,000 
1943 500,000 40,000 
1944 _ 200,000* 38,000 
1945 ; 200,000* 38,000 
1946 .....  100,000* 
1947 -...... 100,000 
$400,000 $156,000 


Condensed from the Illinois Manufacturers Costs Association Bulletin of March, 1944 








EXCESS PROFITS CREDIT CARRY-OVER AND CARRY-BACK 


None of the adjustments specified in Sections 122 and 710 of the Code are applicable in computing 


( ) denote red figures. 
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net income in both years 1942 and 1943, and, because 
it is not fully absorbed thereby, would also offset the 
entire net income for the year 1945. Assuming the 
corporation was subject only to the normal and sur- 
tax, and that the rate of tax was 40% in each year, the 
company would recover the $40,000 of taxes it paid in 
each of the years 1942 and 1943 and would owe no tax 
in 1945—in other words its tax recovery from the 
$300,000 loss would be $120,000. 

To illustrate the combined effect of the operating 
loss and unused excess profits credit provision, a some- 
what more complicated illustration must be used and 
there is submitted below an example which shows 
the results of the carry-over and carry-back provisions 
in a hypothetical case. Example A shows the effect 
on the company’s net income after taxes of the 
absence of carry-back and carry-over provisions. It 
will be seen that with a net income of only $400,000 
for the six-year period the company will have paid 
$606,000, net in taxes and would suffer a net charge 
against surplus of $206,000. Such a result is obvi- 
ously inequitable and Congress, therefore, provided 
the operating loss and unused credits adjustments to 
prevent such a situation. 

In example B the carry-back and carry-forwards 
have been applied with the result that the company 
retains approximately $236,000 of the $400,000 earn- 
ings before taxes for the six-year period. This ex- 
ample has been set up in such a way that it shows 













Net income 











Excess Post-war  andexcess Net income 
profits tax refund profits tax after taxes 
$180,000 $18,000 $202,000 $ 98,000 

360,000 36,000 364,000 136,000 

200,000* 

200,000* 

100,000* 

40,000 60,000 

$540,000 $54,000 $606,000 $206 ,000* 
Net income 

Excess Post-war andexcess Net income 
profits tax refund profits tax after taxes 
$180,000 $18,000 $202,000 $ 98,000 

360,000 36,000 364,000 136,000 
( 265,500) ( 26,550) ( 200,950) 950 
( 265,500) ( 26,550) ( 200,950) 950 

100,000* 
100,000 
$ 9,000 $ 900 $164,100 $235,900 





TAXES—The Tax Magazine 






mn ahlUrhf) lr +... 


nin a. a ce 


















the tax recovery in the year in which it accrues, not 
the year from which recovery is to be made, nor the 
ear in which the refund will be received. 

It should be observed from example B that the 
recovery of prior years taxes accruing as a result of 
the losses in the years 1944 and 1945 exceed the losses 
in such years by a small amount. The recovery ac- 
cruing in 1944 represents a refund of $180,000—the 
entire excess profits tax for the year 1942—because 
of the operating loss carry-back and a refund of 
$85,000 of the 1943 excess profits tax because of the 
carry-back of the unused excess profits credit of 
$95,000. Please note that the specific exemption does 
not enter into the computation of the carry-back, and 
also that carry-back of the unused credit gives rise 
to additional income taxes because it increases the 
amount of net income subject to normal tax and sur- 
tax. A similar explanation accounts for the refund 
accruing in the year 1945. The 1946 operating loss 
which is not used in offsetting income in the two pre- 
ceding years becomes a carry-forward and is offset 
against net income for the year 1947. 

To many companies these provisions will be life 
savers after the war. Faced by increased competition 
or by loss of markets for new products, companies will 
be able to do extensive research on designs, production 
and marketing of their products or of new products 
and national advertising to reestablish or expand their 
prewar market, or to create a market for the new 
products. From the standpoint of industry as a whole 
these provisions will make it possible to maintain em- 
ployment and speed reconversion. 

There is one obvious defect in the favorable picture 
presented by the carry-back and carry-over provisions 





BRITAIN’S NEW BUDGET 


By Donald Tyerman, Assistant Editor of The Economist, London 


—there is no procedure for making cash available to 
industries whose current position is weak but who 
may have substantial refunds coming from the gov- 
ernment. In recognition of this fact Randolph Paul 
recommended to Congress that taxpayers anticipating 
a loss carry-back be permitted, upon application, to 
defer quarterly payments of tax which are not yet 
paid. However, Congress has not yet enacted such 
provisions, and according to present law the allow- 
ance of such refunds will have to follow the usual 
refund procedure, which may delay the receipt of cash 
as much as three years after the year in which the 
refund accrues. 

It is also possible that such provision may be 
dropped from the law, or that when the excess profits 
tax is repealed after the war, as is generally antici- 
pated, the unused excess profits credit carry-back 
may also be repealed. Two diametrically opposed 
considerations will be moving Congress—the desire 
to reduce tax rates and the desire to maintain the 
revenues. When it is seen that the carry-over and 
carry-back provisions not only are resulting in refund 
of taxes already paid but also are reducing future rev- 
enue receipts Congress may disregard the equities in 
the situation and repeal them. Thus, in view of de- 
clining revenues and increasing expenditures in 1933, 
Congress repealed the loss carry-forward provisions 
at a time when these provisions would have helped 
most. Since Congress has refused to allow a deduc- 
tion for post-war reserves in determining income sub- 
ject to tax in the current years, it is hoped that the 
cushion provided by the carry-back provision will not 
be repealed upon termination of the war. 


“No appreciable change in taxation is expected” 


N early May Britain’s Chancellor of the Exchequer 
] will present his budget for 1944/45. Again it 

will be a record one in the country’s history. 
Again the yield expected from taxation will be the 
highest proportionately in the history of any free 
country. Yet astonishingly little attention is being 
paid to budget prospects in the press and general 
discussion. 
_ The financial apparatus of total mobilization is taken 
for granted. Only if the Chancellor of the Exchequer 
turns aside in his budget speech to consider finance 
of post-war reconstruction and the general question 
of Britain’s financial position after the war will much 
interest be aroused. 


This is a remarkable fact: That a country which 
paid over three billion pounds in taxes and miscel- 
laneous charges in the last financial year should be 
uninterested in taxation. Tax revenue of there billion 
pounds represents well over sixty pounds—almost 
$250 at the wartime rate of exchange—in the year for 
every man, woman and child in the population. 

Economically there has been no greater achieve- 
ment than the extent to which Britain has succeeded 
in financing war expenditure out of taxes. Expendi- 
ture in 1943/44 was five and three quarter billion 
pounds; taxation brought in as much as fifty two 
point five per cent of this colossal total, an unprece- 
dented achievement. As war expenditure has risen 


Britain’s New Budget 


so the proportion taken in taxes has risen. Taxes 
now bring something like four times the total budget 
expenditure of the years immediately before the war. 

Nor has the limit of taxation been reached. Income 
tax has been put on a pay-as-you-earn basis. It will 
be levied on current income of 1944/45 which means 
that since incomes are still rising taxation will bring 
in still more without any change in the rates. 

Tax revenue in 1944/45 will probably exceed three 
and a quarter billion pounds. Total expenditure is 
not likely to exceed six billion pounds, so that the pro- 
portion of expenditure covered by tax and similar 
revenue will be as much as fifty-five per cent. 

No appreciable change in taxation is expected. It 
is true that still more money could be got from in- 
direct taxes. In 1943/44 sixty-seven and a half mil- 
lion pounds more was obtained from Customs and 
Excise duties than was expected. The chief feature 
of the war has been the astonishing buoyancy of du- 
ties on tobacco and alcoholic drinks. Doubtless the 
Chancellor of the Exchequer could increase the duties 
still further without reducing the total yield. 

It is widely believed that no general change up- 
wards or downwards will be made in direct taxation 
with its present standard rate of ten shillings in the 
pound on income. Nor is it regarded as likely that 
the several changes in taxation methods which are 


[Continued on page 227] 
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ETAILED examination of the entire structure 
D of tax administration in the United States is 

not feasible. Moreover, certain aspects of such 
a study would be irrelevant to the main purpose of 
the present investigation. Because customs duties 
and property and poll taxes are segregated for ex- 
clusive taxation by federal or by state and local 
governments, they are largely ignored in the following 
discussion. Customs duties are administered in the 
Treasury Department’s Customs Bureau, an agency 
coordinate with the Bureau of Internal Revenue; and 
property and poll taxes, so far as these are state reve- 
nue measures directly assessed and collected, are 
frequently handled by the same agencies that admin- 
ister other taxes. Local administrative machinery 
having no state government counterpart is, in general, 
excluded from this discussion. 

Falling in a somewhat different category are plans 
in effect in numerous states for handling certain 
classes of miscellaneous, unimportant revenue meas- 
ures and those employed in a few states for handling 
all taxes. Some allusion to these non-integrated 
departments that only incidentally administer taxes 
may be worth while, but no detailed examination is 
contemplated. In all except a few states there is more 
or less failure to integrate tax administration machin- 
ery, but in comparatively few is some sort of a general 
tax department lacking. Such departments as handle 
tax problems merely as an incident to their regulatory 
or other administrative tasks need 
be examined but sketchily. 


Organization for 
Administrative Efficiency 

Study of tax administration is 
not sufficiently advanced to justify 
employing categorical criteria in 
measuring the relative effectiveness 
of different departments. Certain 
rough metering devices, however, 
may be applied with reservations 
and with the thought that in any 
case administration is only one of 
several factors necessary to work- 
ing out an adjustment of tax policy 
to fiscal capacity.'. No single cri- 
terion can give a completely satis- 
factory answer to the question: 
“Which of two tax administering 
departmental structures is the more 


be helpful briefly to review some 
of the “measuring sticks” which tax 
administrators and tax policy mak- 
ers have to some extent accepted as 
useful insofar as they relate par- 
ticularly to structural issues. 


Staff Personnel 


Other things being the same, that 
tax administration agency which 
has the most satisfactory means of 
recruiting, improving, and other- 
wise maintaining its staff will be 
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TAX ADMINISTRATION STRUCTURES 


By JAMES W. MARTIN 


In preparing this series of 
articles the author was as- 
sisted at certain points: by 
Harry Davis, now Executive 
Assistant to Kentucky Com- 
missioner of Revenue; H. 
Clyde Reeves, now an officer 
in the United States Navy; 
Orba F. Traylor, now an 
officer in the United States cal. Probably the answer depends 
Army; and Glenn D. Morrow, € 
Research Assistant, Univer- 
sity of Kentucky Bureau of 
Business Research. 

The series is adapted from 
a report the author submitted 
September 1, 1942 to the Com- 
mittee on Intergovernmental 


Fiscal Relations, appointed by 
the Secretary of the Treasury. 
(Federal, State, and Local 
Government Fiscal Rela- 
efficient and economical?” It may tions, Senate doc. No. 69, 


78th Cong., Ist sess.). Some 
passages resting on materials 
which are presented here have 
already appeared. The author 
is grateful to the Committee 
and the Treasury for making 
this study possible and for per- 
mission (without prejudice re- 
specting the Treasury’s right 
to make any use of the original 
report) to publish it in the 
present form. Neither the 
Committee nor the Treasury 
is in any way responsible for 
the contents of these papers. 
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best fitted to discharge its obligations. On the whole, 
it seems clear that, as in the case of other govern- 
mental functions, the tax department which is staffed 
with the assistance of a nonpartisan and technically 
competent personnel administration agency apart 
from itself is almost certain to be better manned than 
one which lacks such means of recruiting, improving, 
and otherwise maintaining manpower.? 


Integrated Organization 


Although integration of tax administrative agen- 
cies does not guarantee, it certainly does facilitate, 
effective performance. Experimentation in the sey- 
eral states has demonstrated that, although certain 
benefits accrue from legislation centering responsi- 
bility for tax administration in one agency,‘ neverthe- 
less the complete fruits of such lawmaking depend on 
developing a simple but tightly-knit business setup 
not unlike that which characterizes the conduct of a 
well-managed private enterprise of comparable size.° 
Such an integrated plan calls for placing certain 
service activities of the department under unified, 
direct control rather than providing that each operat- 
ing unit in the agency should handle such activities 
for itself. The technical supervisor of a particular tax 
or group of related taxes will be relieved of some or 
all of the following kinds of activity: preparation of 
statistical and other research matter ; management of 
janitorial, duplicating, and telephone service ; routine 
handling of mail; maintenance of 
files; control of accounts and col- 
lection of tax obligations ; adminis- 
tration of the proving of taxpayer 
returns for technical accuracy ; and 
management of field activities. 


The evidence is not adequate to 
show conclusively the exact point 
at which tying together such serv- 
ice functions ceases to be economi- 


to some extent on administrative 
conditions and traditions within the 
state. There is little doubt, how- 
ever, that, as in the case of private 
business concerns, the extent to 
which service functions are tied 
together in a separate organization 
or division will increase rather than 
diminish as technical efficiency be- 
comes greater. 

Four observations of a more or 
less general character will clarify 
the reason for this conclusion. In 
the first place, maintaining a reputa- 
tion for a good tax department is im- 
portant for success in handling tax 
work; and unity of -eapaagpanerag 
policy is indispensable to such <¢ 
reputation. Obviously a truly iate- 
grated tax administration agency iS 
more likely to develop and maintain 
a unified policy than is one subject 
to management by several different 
individuals, sometimes only re- 

Footnotes appear on next page 
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Figure 1. 
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COMMISSIONER OF INTERNAL REVENUE 


ASSISTANT TO THE CO 


Technical Staff 


10 Pield Divisions 


Special Deputy 
Commissioner 


Training Div. 
Alcohol Tax Unit 


Asst. Deputy 
Commissioner 


Enforcenent 
Div 


Distrtote | 


Administra- 


tive & Sup- 
ly Div. 


Asst. Deputy 


Commissioner 


| Permissive | 
[ Audit Div. | 


Field Inspec- 
tion Di 
Laboratory 
Div. 


Procedure 
Div. 


Collection 
Accounting 
Div. 


Collectors! 
Organiza- 
tion Div. 


Control 
Asst. Deputy Div. 


Commi seioner 


Basic Permit & 
Trade Practice 


motely related in an administrative or political sense 
and sometimes not at all related. For example, handling 
the almost insignificant Kentucky corporation organi- 
zation and entrance taxes through the Secretary of 
State, an independently elected official, has inevitably 
resulted in policy diverse from that governing the 
administration of taxes through the same state’s 
Department of Revenue. Legislation has sought to 
overcome the difficulty by requiring that the Ken- 
tucky Commissioner of Revenue, the head of the 
Department of Revenue, assume general oversight of 
all tax administration. But this supervision is not 
adequate to eventuate in a uniform policy. 


In the second place, a department which admin- 
isters all the tax measures of a governmental unit can 
more efficiently use information gathered in connec- 
tion with the handling of one tax incident to the 
management of compliance activities relating to an- 


1Cf. W. W. Heller, State Income Tax Administration, to be pub- 
lished shortly by Public Administration Service, p. 26. 

* See symposium on this subject by Clarence Jackson, Arthur S. 
Jandrey, James W. Martin, Fred E. Stewart, Forrest Smith, David 
Robinson, Lyman S. Moore, and others in Proceedings, National 
Association of Tax Administrators, 1939, pp. 19-32; and Commission 
of Inquiry on Public Service Personnel, Better Government Per- 
sonnel, chaps. ii-v. See also the first installment of this series. 

* There is considerable literature on this subject. Perhaps the 
most persuasive—at least of that relating directly to state taxation— 
is found in the reports of Proceedings of the National Association 
of Tax Administrators, e. g., Rufus W. Fontenot, ‘Integrated v. 
Multiple Tax Agencies,’’ 1941, pp. 47 ff.; various authors, ‘‘Costs 
of Tax Administration,’’ 1939, pp. 11 ff.; and especially various 
authors, ‘‘Central Offices and Field Districts,’ ‘‘Tax Accounting and 
Auditing Procedures,’’ and ‘‘Enforcement Methods in Difficult 
Cases,” 1938, pp. 3-52. See in the 1937 volume the discussion of 
this subject by J. H. Thayer Martin, Donald C. Stone, and H. Clyde 
Reeves, pp. 70 ff.; Walter W. Heller, ‘‘Selected Problems in State 
Income Tax Administration,’’ Proceedings, National Tax Conference, 
1941, pp. 568 ff., and James W. Martin, ‘‘Consequences of Integrated 
State Tax Administration,’”» TAXES—The Tax Magazine, July, 1943, 
Pp. 372 ff. 
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other. As the Montana State Board of Equalization, 
for example, has the task of administering both the 
personal income tax and the inheritance tax, informa- 
tion gathered in connection with the latter will make 
possible requiring income returns which otherwise 
would never be filed. For lack of such opportunities, 
Colorado has experienced difficulty on this particular 
score; although most taxes other than alcoholic bever- 
age, death, and gift taxes are under the Department 
of Revenue. 


In the third place, it is possible through integrated 
tax machinery to utilize data accumulated in connec- 
tion with one tax as a means of auditing liability for 
another. For example, the Colorado Department of 
Revenue integrates the auditing of sales and income 
taxes so completely that the field auditor does both 
tasks at the same time and utilizes information gathered 
in respect of one for checking the other. 


4Glen R. Treanor and Roy G, Blakey, Inheritance Taxes, League 
of Minnesota Municipalities, Minneapolis, Minnesota, 1935, p. 45. 


5 One state governor has frankly stated the facts of his general 
experience along this line as follows: 

“The limitations of time and resources .. . have prevented most 

of the state agencies from taking full advantage of all the possi- 
bilities under the Reorganization Act. From 1936 the administration 
has tackled first things first and met other needs as the time and 
opportunity were afforded. Acting on this principle several depart- 
ments were immediately revamped under the Governor’s super- 
vision. Subsequently several others have been reworked to secure 
smoother administrative action. A few have not had the attention 
they will require if the best possibilities under 1936 legislation are 
to be realized.’’” A. B. Chandler, Kentucky Government, 1935-1936, 
Dp. 62. 
In this connection, cf. Keen Johnson (Governor), Kentucky Govern- 
ment, 1939-1943, pp. 55-57, and Kentucky Department of Revenue, 
Twenty-fourth Annual Report (1942), pp. 5 ff., and Twenty-fifth 
Annual Report (1943), pp. 5 ff. - 


®In populous states, there is a tendency to compartmentalize 
the performance of auxiliary tasks. Heller, State Income Tax 
Administration, pp. 30-31. 
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TABLE 1. THE ADMINISTRATIVE ORGANIZATION OF 
THE PRINCIPAL TAX DEPARTMENTS IN 
31 STATES, 1942 


Yes No 
(1) Primary function is tax collection ; 26 5 
(2) The administrative head of department is re- 
sponsible for activity of entire department . . 23 8 
(3) The executive head of department is appcinted . 29 2 
(4) The department has: 
a. A separate research and statistics unit... 19 12 
b. A central file unit 8 23 
ce. One unit checking all returns and ‘schedules 
for arithmetic and formal correctness we 12 19 


d. One unit handling all money receipts and 


performing other office collection functions 21 10 

e. A separate (from attorney general) legal 
staff a oe socio Neg a 15 
% & stenographic pool aca ; 4 27 

g. Inventory records of all stocks, supplies, 
forms, and equipment... 28 3 
h. A single stockroom .... : ; 24 7 
i. A single incoming mail desk 27 4 
j. A single outgoing mail desk .. ; oe an 7 
k. Unified control over personnel 30 1 

1, Centralized handling of records of taxes paid 
and due aye are 18 13 

m. Centralized purchasing | pe 30 

(5) The organizational setup was effected by act of 
the legislature “e 17 14 

(6) Major changes in organizational structure can be 
made without additional legislation .. 19 12 
Source: The data, assembled by the University of Ken- 


tucky Bureau of Business Research through direct corre- 
spondence, are lacking even for a number of states which 
have considerable integration of tax administration, e. g., 
New York, South Carolina, and Wisconsin. 





There is no doubt that in practice integration of tax 
administration functions has resulted in dollar-and- 
cents savings at the same time that efficiency of tax 
administration service was being increased.? Possibly 
there are states in which this viewpoint could not be 
sustained by reference to specific cost-of-administra- 
tion data. One reason for this is that inadequate fig- 
ures are available ; another is that integration has been 
incomplete and the management unsatisfactory, even 
though the legislation afforded reasonable oppor- 
tunity for good administration. Particularly in the 
case of the smaller state, the variety of integration 
which eventuates in joint handling of service func- 
tions for all of the taxes under one management 
results in economy and may result in greater effici- 
ency.® In a large state like New York or California, 
it may well be that comparatively little lost motion 
results from having the accounts or files for each tax 
maintained separately.® Certainly the same cannot be 
said of a small or even a medium-sized state. Account- 
ing procedures exist independently of the particular 
kind of transaction for which the record is kept; and 
devising and maintaining a uniform accounting plan 
applied to all taxpayers of a class contributes, as in 
private business, to economical administration. This 
fact is well exemplified in a number of state tax de- 
partments. The federal Bureau of Internal Revenue 
has a uniform plan for posting all taxpayer ledgers. 
It is important to observe that the principle of econ- 
omy does not call for such absolute uniformity of 
method as is required of collectors of internal revenue 











™Cf., e. g., Department of Revenue, State of Colorado, ‘‘Com- 
parative Costs of Tax Collections and the Total Collections for the 
First Six Months of the Fiscal Years Beginning July 1, 1940, and 
Ending June 30, 1941, and July 1, 1941, to June 30, 1942.’’ This 
statement is reprinted in the Colorado Taxpayer, December, 1941- 
January, 1942, p. 7. See also Fontenot, loc. cit., Kentucky Depart- 
ment of Revenue, Results: Kentucky’s New Revenue Program, 
Special Report No. 1, especially pp. 16-26; and James W. Martin, 
“Consequences of Integrated State Tax Administration,’’ loc. cit. 

8 The studies already cited in this installment verify this assertion 
as to state governments. See also Kentucky Department of Revenue, 
Twenty-second Annual Report, 1940, pp. 19 ff., and Martin, loc. cit. 


*It is of interest that for many years the New York State Tax 


Commission has completely integrated such important functions 
as filing. 
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and of some state accounting units. On the contrary, 
it may be found that some tax measures of a repetitive 
character require one method of record-keeping, and 
other tax measures of non-recurrent or annual char- 
acter require an entirely different technique. Gener- 
ally speaking, however, not more than two types of 
taxpayer ledgers need be maintained in any revenue 
department; and the need for maintaining two rather 
than one in a large department is not likely to be a 


significant factor in respect of operating expense or 
efficiency.’® 


Collateral Organizational Relations 


Rarely is it good policy to lodge even an unim- 
portant tax administration task in the hands of a 
department whose primary function is not tax admin- 
istration. Experience * demonstrates rather conclu- 
sively that such a practice has one or the other of two 
unfortunate results. The most usual consequence is 
that the tax administration task is treated as a sort 
of departmental “stepchild.” A department organized 
to regulate insurance companies, for example, may be 
charged with the administration of a state tax on 
insurance premiums; but the department probably 
will devote its primary attention to the regulation of 
insurance companies and neglect the important mat- 
ters of tax compliance and tax auditing. Another 
possible result is that such a department will lose 
sight of its fundamental reason for being and come to 
regard itself as essentially a tax administration 
agency. Most liquor control departments in the 
states, for instance, are charged with handling the 
alcoholic beverage licenses. In some instances the agen- 
cies have largely forgotten their job of controlling 
the liquor traffic in the interest of collecting addi- 
tional revenues.’? Administrative policies which 
under the statute should be geared to restriction of 
alcoholic beverage consumption are calculated to in- 
crease it through a multiplicity of retail outlets so 
that more license fees may be collected. 


State and Local Relationships 


In the case of state and local tax administration, the 
structure which most completely integrates the state 
with the local tax program within the policy restric- 
tions prescribed by law will be more effective than its 
competitors.* Thus, to take an example in the case of 
which this difficulty has largely been overcome, IIli- 
nois encountered impediments to successful manage- 
ment of tax administration policy due to the fact that 
the Illinois Tax Commission, which was responsible 
for supervision of local tax activity, was practically 
separated from the Department of Finance and from 
other agencies charged with handling state tax admin- 
istration functions. The same state, in which in 1943 
both types of functions were consolidated in the 


Department of Revenue, is now more happily situated 
for operating effectiveness. 





10 The extent to which state tax departments are administratively 
integrated is suggested in part by Table 1, summarizing facts for 
31 states for which information is available. 


™ Reflected in statements by the department heads themselves. 
122 This danger is expressly shown on the basis of original source 


data in Glenn D. Morrow and Orba F. Traylor, State Liquor Mo- 
nopoly or Private Licensing, Kentucky Legislative Council, 1942. 


18 Conferences with both public officials and citizens, incident to 
this study, support this finding conclusively so far as such evidence 
can be regarded as conclusive. 


“Heller, ‘‘Selected Problems of State Income Tax Administra- 
tion,”’ loc. cit. Cf. also James W. Martin, ‘‘Principles of State 
and Local Tax Administration,’”? TAXES—The Tax Magazine, Sep- 
tember, 1937, pp. 521 ff. 
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Influence of Other Departments 


There is little doubt that tax department function- 
ing in the several states and in the Bureau of Internal 
Revenue is influenced to a considerable extent by 
general administrative efficiency in other departments 
of the same government. In spite of this fact, how- 
ever, evidence is plentiful that tax administration has 
sometimes “lifted itself by its boot straps” and, in 
many instances, has led the way toward improvement 
in general government. A low general state of man- 
agement effectiveness, therefore, though it may ex- 
plain, cannot justify inadequate tax work. 


Bureau of Internal Revenue Structure 


The tax administration activities of the federal 
government, with the exception of functions per- 
formed by the Bureau of Customs, are placed under 
the supervision of the Commissioner of Internal 
Revenue in the Treasury Department. The plan of 
organization, however, contemplates definitely less 
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than complete integration of tax administration opera- 
tions. So far as direct handling of taxes is concerned, 
most of the task is allocated to four departmental 
“units,” the alcohol tax unit, the accounts and collec- 
tions unit, the miscellaneous tax unit, and the income 
tax unit. It is important to observe that the accounts 
and collections unit, in addition to functions relating 
to accounts and collections in the ordinary sense, also 
completely adminsters the pay-roll taxes for unem- 
ployment compensation and for old age pensions. It 


“To avoid wartime adjustment, the author has written this 
article entirely, except as otherwise stated, as of late 1941 and 
early 1942. 


Tax Administration Structures 
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will be observed that the several agencies directly 
charged with tax administration activities carry on 
also a number of functions not wholly related to taxa- 
tion. The most obvious instance is found in the case 
of the alcohol tax unit, which looks after the govern- 
ment’s regulatory activities incident to issuance of 
basic permits, to control of trade practices, and to 
enforcement of other federal legal restrictions. 


In addition to these four, certain other units of the 
Bureau are concerned with tax administration more 
or less directly. The technical staff is charged with 
settling controversies between the income tax unit, 
and, under certain circumstances, the miscellaneous 
tax unit on the one side and taxpayers on the other. 
The intelligence unit is charged with investigation of 
possible fraudulent taxpayer practices.** A special 
deputy commissioner has direct supervision over all 
offers in compromise, agreed extensions of time, and 
training of Bureau personnel. 


Three other units in the Bureau have little to do 
directly with operations of the field and office agencies 
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for tax administration. One of these looks after the 
appropriations and budgets for the Bureau. A second, 
under the executive assistant to the Commissioner, 
concerns itself with allocation of space, maintenance 
of supplies and equipment, and problems of personnel 
administration.’*? The third, an important adjunct of 
tax administration, is the office of the general counsel, 





16 Personnel investigations also made by the special agents in this 
unit are of only indirect importance in tax department management. 

11 Why personnel functions should be split between the special 
deputy commissioner, the executive assistant to the Commissioner, 
and the intelligence unit is not clear. Changes in 1943 affecting 
the office of the Commissioner have modified this situation. As 
previously indicated, the text concerns 1941-42. 
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providing legal services for all operating units of the 
3ureau. 


The general picture of the Bureau of Internal Rev- 
enue, structurally speaking, would be incomplete, how- 
ever, if it were not made clear that the income tax unit 
maintains 38 field divisions, each of which is a com- 
pletely organized agency for the conduct of examinations 
incident to administration of income, excess profits, 
estate, and gift taxes. It is important also to note that 
there are 14 field divisions of the intelligence unit and 10 
field areas of the technical staff. In addition to these, 
under the general supervision of the accounts and col- 
lections unit, there are 64 collectors’ districts. Each of 
these districts, under the direction of a politically ap- 
pointed * collector, is charged with collecting all classes 
of internal revenues, receiving and recording all tax re- 
turns and other documents submitted by taxpayers aside 
from those incident to examinations, searching for 
delinquent taxpayers, auditing and investigating re- 
turns of certain classes, serving warrants for distraint 
of property when necessary for discharging collection 
responsibility, and performing certain other duties 
incident to tax administration. 


Structural Effectiveness of the Bureau 


In an attempt to evaluate the effectiveness of the 
structure which has just been sketched, certain fac- 
tors not brought out in the description itself appear to 
be pertinent. In the first place, the collectors of in- 
ternal revenue appointed by the President with sena- 
torial approval are not in actual operation integrated 
with the Bureau to conform to current management 
practice, even though the latter prescribes most of the ma- 
chinery utilized in operating each collector’s office. For 
instance, from informal conversation with collectors and 
with employees of collectors’ offices, it is apparent 
that to them the Bureau of Internal Revenue means 
something separate and apart from themselves. More- 
over, the responsibility which each feels for discharging 
his obligations seems to comprehend only responsibil- 
ities directly to the collector and little or no con- 
sciousness of the necessity for team work throughout 
the Bureau staff—or even throughout the individual 

collector’s office. In the case of an operating unit ina 
collector’s office in which morale is particularly good, 
there appears to be no feeling of unity with the office 
of the agent in charge, even though it is housed in the 
same building. From some points of view, therefore, 
offices of the collectors of internal revenue may be 
regarded as not administratively coherent with the 


remainder of the Bureau machinery and with each 
other. 


In the second place, the personnel management 
plans of the Bureau in actual operation are said to 
affect the general policies materially. This factor 
may be illustrated in two ways: (1) Taxpayers be- 
lieve the personnel control plan in the office of most, 
if not all, agents in charge depends emphatically on 
the number of increases of tax liability effected, on 
the amount of additional assessments which are “made 
to stick,” or on some other factor that places a pre- 
mium on finding defects in the taxpayer’s declara- 
tion."® (2) In each collector’s office the field deputy 
collectors, as well as their Washington supervisors, 





18 Two important disintegrating structural factors are confronted 
at each turn: (a) independent presidential appointment of the 
Commissioner of Internal Revenue on a political basis; and (b) simi- 
lar choice of each of the 64 collectors of internal revenue. 


1” This matter will be discussed in the next installment. As to per- 


sonnel factors, see the first paper of this series in the February 
issue of TAXES—The Tax Magazine. 
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place extraordinary emphasis on “production.” Pro- 
duction, to such deputy collectors, does not mean 
merely production of taxpayer services and of other 
varieties of services to the Bureau, but “production” 
in the specific sense that it is accounted for in quanti- 
tative terms on the personnel records. This view of 
the situation appears to be consistent with Bureau 
policy. It does not seem to be a necessary by-prod- 
uct of the structural setup under which it exists; and 
it may not be essentially sound from a long-range tax 
administration standpoint if its maintenance means 
that functions such as assisting taxpayers in prepar- 
ing and filing income tax returns are given inadequate 
weighing. 

It may be observed that the present plan of opera- 
tion has resulted in certain tax administration advantages 
of extraordinary significance. Most of the Bureau 
professional staff, for example, is undoubtedly efficient 
in the technical sense. It has been said, and the point 
could doubtless be sustained, that nowhere else in the 
United States can an aggregation of tax administra- 
tion ability of even remotely comparable caliber be 
found.”° This is true of the office of the general coun- 
sel and of the technical staff; it is apparently true of 
the audit review staff; and it is at least largely true 
of the intelligence unit and the agents. 


The structure, the policy under which it operates, 
or the personnel have developed certain questionable 
elements in the situation which apparently require 
careful consideration by those responsible for Bureau 
management. Among the most significant factors of 
this sort are those which have given rise to the impres- 
sion among taxpayers that the Bureau is intentionally 
harsh or that in actual operation, due to Bureau organi- 
zation or Bureau policies, the auditing staff subordinates 
every other consideration to that of securing imme- 
diate short-run increases in tax liability over the amount 
reported by the taxpayer. The investigation which 
has been conducted has not been sufficiently detailed 
to ascertain whether this opinion, seemingly non- 
existent until recent years among high-grade tax prac- 
titioners, has resulted from the organization plan or 
from management policies or from some other cause. 
In any instance, although having some merit, the 
emphasis on current additional assessments probably 
has led to a reduction rather than an increase in total 
taxes of certain sorts actually collected.7 In addition 
to such questionable practices, certain definitely un- 
fortunate administrative habits have developed. 
Probably the least defensible from the point of view 
of present conditions is the lack of integration of the 
collector services and the inadequacies and duplica- 
tions in record keeping and compliance plans now 
found in offices of collectors. All of these and most 
other unfavorable factors seemingly arise, at least in 
part, from the structural plan. Those growing out of 
the non-integration of collectors’ offices appear to have 





20 E, Barrett Prettyman, ‘‘The Traynor Proposals—Some Consid- 
erations,’” TAXES—The Tax Magazine, July, 1939, p. 398. 


21 The viewpoint of the thoughtful agents in charge who concu! 
in Treasury policy appears to be that every taxpayer reflects in each 
return income-producing factors different from those in prior year 
reports. The Bureau expects that the taxpayer will construe his 
liability as far as possible favorably to himself. Thus the necessity 
for a recheck from year to year in the case of the larger taxpayers. 
In operation, according to taxpayers, on the other hand, the prac- 
tice has emphasized merely discovering additional liability. More 
over, taxpayer counsel believe that Bureau policies place emphasis 
on additional assessment even when such emphasis results in a 
distortion of liability and when long-range revenue policy would 
dictate a more thoroughgoing check to establish bases for taxpayer 
accounting practices which accurately reflect income, rather than 
merely to establish additional current year liabilities. 
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their origin, in part, in Treasury distrust of collectors’ 
offices in the past.”* 

Covering the employees in collectors’ offices into 
the classified civil service should eliminate one of the 
most fundamental difficulties growing out of the his- 
toric structure of the Bureau of Internal Revenue. In 
one sense it could be contended that collectors’ offices 
were made essentially separate in order to provide 
spoils. Although it cannot be assumed that removal 
of this consideration will bring about complete co- 
ordination of these offices with other Bureau activities, 
it will certainly eliminate one of the impediments to 
such coordination. It appears, moreover, that the Bureau 
is directing more effort toward administrative super- 
vision of work done in collectors’ offices. Consid- 
erable additional effort in this direction will be necessary, 
and much of it will need to be personal and direct 
rather than through the medium of regulations, in- 
structional manuals, and other “freezing devices.” 
One of the outgrowths of more supervision, if the 
supervision is carefully considered, will be tremendous 
improvement in procedural plans in collectors’ offices 
and somewhat lesser improvement in the management 
of their relations with other agencies of the Bureau. 

The current trends in the structure of the Bureau 
have been suggested. Apparently, emphasis on the 
short run is increasing. With rare exceptions, tax- 
payer counsel are convinced that Treasury practice is 
becoming more and more prejudicial to a square deal 
tor those taxpayers who conform in the first instance with 
legal requirements. Thus, it is alleged, one who files a 


_ 


2A possible explanation may be that collectors were appointed 
as a reward for political services; that they had no particular 
technical qualifications; that their staffs were chosen on partisan, 
not technical, grounds; and that their sympathies were political 
rather than administrative. The same considerations would have 
applied generally also to collector staffs. The present machinery 
undoubtedly could have been, and perhaps was, largely justified 
by this set of factors. The political partisanship of the collector 
Staff hereafter need be no more pervasive than elsewhere in the 
Bureau, and it seems there is no reason for political appointment 


of the collector other than that congress has authorized no 
alternative. 
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good return accurately reflecting his income is the 
victim of discrimination.” 

A generally recognized finance administration maxim, 
which originated in private rather than public affairs, 
is that those who determine liability should not be the 
same individuals who collect money. In Treasury 
procedure there is a rough conformity with this rule. 
The agents establish alcoholic beverage, income, excess 
profits, estate, and gift tax liability ; the collectors take 
taxpayers’ money. However, in respect of numerous 
other tax revenues the collectors’ offices have both 
kinds of responsibility.2* Sometimes field deputy col- 
lectors have both functions concurrently. It may be 
queried whether an arrangement by which the same 
person performs both kinds of work is conducive to 
administrative improvement at the highest possible 
rate.2> One frequently suggested readjustment is the 
transfer to agents of all audit responsibility. Utah 
state experience demonstrates that such an arrange- 
ment is not uneconomical even in a sparsely popu- 
lated area. It also affords reason to believe that much 
auditing work—now ostensibly done by both agents 
and deputy collectors—could be greatly simplified, 
and the cost of it reduced, by the simple process of 
integrating income and related investigations with 
excise tax audits. 


State Tax Administration Structure 


State-to-state differences in organization for tax 
administration are among the most arresting struc- 
tural facts. The explanation may lie in the back- 
ground of present conditions. 


23 Whether this impression reflects policy or results from struc- 
tural or procedural factors the observer cannot determine. Bureau 
officials think there is no policy basis for the existing impression. 
That fact emphasizes the possibility suggested here that the wide- 
spread view of the situation grows out of the structural or pro- 
cedural factors. See further evidence submitted in the next paper 
of this series. 

% Actually included more or less completely are substantially all 
other taxes, e. g., tobacco, liquid fuel, and other excises. Pay-roll 
taxes represent an even more extreme version of the same practice, 
as the accounts and collections unit has sole administrative responsi- 
bility in this case. Small individual income tax returns are audited, 
if at all, by collector personnel. 
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The original function of state tax departments, in 
the main, was one of accepting and perhaps account- 
ing for taxes collected by local officials serving as 
agents of the state. For the most part, in the early 
days the states depended on property taxes and poll 
taxes, administration of which was mainly local. 
Hence the passive role of the state administration. 


Subsequent to judicial approval of unit valuation 
of railroad properties in the period of the 1870's, a 
movement for the establishment of agencies to make 
such assessments developed. The earlier agencies 
thus set up were mainly composed of ex officio mem- 
bers, most of them persons elected to other offices. 
The assessing agencies, although often related, were 
structurally distinct in most cases from the state depart- 
ment which accepted and accounted for tax remittances 
from local officials. However, as state supervision of 
local assessments was provided, the function was gen- 
erally assigned to the assessing agency.”® 

Another early reason for a state tax administration 
agency was found in the need for equalizing local 
property assessments and, in some states, for review- 
ing individual valuations. Oftentimes agencies for 
this purpose were wholly distinct from those main- 
tained to collect local officials’ remittances of state 
revenues. 

About the turn of the century practically all the 
states which had not previously done so began to 
impose taxes other than those on property and polls. 
Each new tax measure constituted a possible occasion 






































































































































* Bureau audits of collectors’ offices consist of a verification of 
cash on hand with documents, verification of number of stamps 
with record of stamps, detailed balancing of open accounts with 
Bureau records, check to see that collectors’ memoranda, records 
respecting claims, etc. are in agreement with records on the assess- 


ment list, and generally link up collectors’ accountability with 
Bureau records. 


226 















































DIVISION OF TAXATION 
STATE TaX COMMISSION 


all bureaus 












COMMODITIES TAX 







ROCHESTER 
District Office 


Adapted from Report of the State Tax Commission, 1941, p. 302. 


BUREAU OF 
MOTOR VEHICLES 
Administers vehicle 
and traffic law, 
register of motor 
vehicles, issues 
driving licenses, 
collects fees 








MORTGAGE TAX 
BUREAU 








CORPORATION TAX 
BUREAU 


SPECIAL INVESTIGATIONS 
BUREAU 
SYRACUSE UTICA 
District Office! |District Office 





















ALRARY 
District Office 





for the establishment of a new tax administration 
agency. The viewpoint that all tax administration 
work should be integrated in one single state depart- 
ment had not emerged in legislation. On the con- 
trary, that state department which was politically the 
most powerful usually was assigned the task of admin- 
istering additional tax measures as they were enacted. 


Prior to World War I, the idea developed in some 
states that the department which was assigned tax 
administration responsibility should have all such 
duties for the entire state. Such sentiment was usually 
accompanied by the viewpoint that the state tax 
department head or heads should be appointed by the 
governor for this specific task rather than serving 
ex officio or being elected. In the early days of mul- 
tiple-headed state tax departments, many authorities 
held to the theory that the members of the tax com- 
mission should be professional rather than political 
workers. In practice, however, the contrary situation 
characterized most of the states which had developed 
a single department. In consequence of partisanship 
among tax commissioners, of the growing sentiment 
of students of government that administrative author- 
ity should be placed in the hands of one person, and 
of other factors, there has been a strong movement In 
recent years toward replacing scattered tax adminis- 
tration, or tax commission administration, with an 
integrated department of taxation headed by one well- 
paid individual, frankly appointed on a political basis 
but charged with considerable technical responsibility.” 
Among the first departments to develop along this line 
were those of Massachusetts, Connecticut, New York, 





% This entire picture is developed for a typical state in James W. 
Martin and Richard B. Goode, The Public Utility Property Tax ™ 
Kentucky, forthcoming publication of the University of Kentucky 
Bureau of Business Research. 
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Pennsylvania, Virginia, North Carolina, North Dakota, 
South Carolina, South Dakota, and Mississippi. In 
some of these states, however, commissions were re- 
tained for limited purposes. 


Present Organization for State Tax Administration 


Even today, despite such developments as have 
been described, a large proportion of tax administra- 
tion work in the different states is performed by 
agencies not integrated with the principal tax admin- 
istration departments. As amatter of fact, some states 
do not have a generally responsible department of 
taxation.*® They have preferred rather to follow the 
older and technically inferior practice of scattering 
tax assessing and collecting activities through several 
departments. Many states which have attained a con- 
siderable measure of integration nevertheless permit 
certain taxes to be administered by departments 
whose principal functions relate to other matters. For 
example, insurance premium taxes usually are admin- 
istered by the insurance departments as a by-product 
of their regulatory functions. In many cases regu- 
latory agencies handle the taxes on transportation by 





7H, Clyde Reeves, loc. cit., illustrates the lack of coordinate 
action which arises from administration by a multiple-headed 
agency. Thirty-six states have single-headed directing agencies; 
19 have multiple-headed commissions; and 3 have varying inter- 
mediate forms. Due to non-integration, certain states must be 
counted twice to give this picture; that is, two agencies in the 
same state must be recognized. 


28 Nebraska is an example. 





motor vehicle; and a large number of states still con- 
duct such important tax administration activities as 
those involved in enforcement of gasoline and motor 
vehicle registration taxes outside the regular tax 
department. 

As recent and thoroughgoing a reorganization of 
revenue administration as that effected in 1941 in 
Colorado provided for maintaining the inheritance 
and gift tax enforcement machinery in the office of the 
Attorney General, and the conduct of alcoholic bever- 
age tax activity in the office of the Secretary of State. 

Some variations in organization under the more 
integrated plans have already been suggested. The 
situation can be made somewhat clearer, however, by 
careful study of the accompanying organization charts 
for a number of states which have vigorously attacked 
structural problems. The actual facts range from the 
practically complete integration in Utah to an approxi- 
mation of the “one department, one tax” scheme still 
found, for instance, in Nebraska. 

One result of the localized administration in each 
of the several states has been the development of 
numerous types of experimentation. Unfortunately, 
however, no very accurate measure of the results of 
these experiments has been, or perhaps can be, made. 
Certain conclusions seem to be agreed upon by prac- 
tically all students of tax administration who have 
specifically studied the problem in recent years. Some 
of the best authenticated have been referred to at the 
beginning of this paper. [The End] 
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widely felt to be necessary for the post-war period 
will be introduced even tentatively so soon. 

It is likely, however, that the Chancellor of the 
Exchequer may say something about the use of tax- 
ation after the war to encourage enterprise and stim- 
ulate the growth of the national income. It is generally 
believed that while there will be a considerable re- 
duction after the war in indirect taxes on consumption 
—in order to encourage consumption as goods and 
services for civilian use come back—when direct tax- 
ation will settle down at a relatively high level— 
probably seven shillings or seven and sixpence at the 
lowest compared with the present ten shillings in the 
pound. 

With direct taxation so high it will above all be 
necessary to insure that the weight of taxation is not 
a deterrent to enterprise and development. This can 
be actually spent for development purposes. This 
is already being discussed and the Chancellor of the 
Exchequer may make some reference to it when he 
addresses Parliament. 

Similarly there is the post-war question of credits 
against a portion of war taxation which now stand 
to the account of all taxpayers and will amount to 
a considerable sum when the war is over. These cred- 
its will presumably be released in a form designed to 














Tax Administration Structures 


In January of this year, our Armed Forces were investing at the rate of more than forty-one 
million dollars a month in War Bonds, and this participation is steadily rising. 


* Buy USUbar Bonds * 





aid not only individual taxpayers but also general 
national economy. 

But when all this has been said on the taxation side 
there is no doubt that an outstanding feature of 
3ritain’s financial progress during wartime has been 
the astonishing index that rising expenditure gives to 
the extent to which a nation’s entire resources have 
been mobilized for war purposes. In the first quarter 
of 1940/41, supply expenditure amounted to six hun- 
dred and thirteen million pounds. In 1943/44 supply 
expenditure averaged about one and one third billion 
pounds quarterly. 

Roughly the rate of expenditure has settled down 
at about this level, perhaps slightly more so as far 
as the budget is concerned, since a number of goods 
have been removed from lend-lease arrangements and 
have again to be accounted for in budget expenditure. 
No large increase in the rate of expenditure however 
is expected. The nation is fully mobilized. In the 
third and fourth quarters of 1943/44 supply expendi- 
ture was for the first time less than supply expenditure 
in corresponding quarters of the previous year, 
1942/43. Britain has reached a peak which is also a 
plateau, and is likely to continue to be taxed on this 
high level at least in the new financial year. 
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Tax Simplification: Chairman Doughton intro- 
duced the tax simplification bill on April 24, 1944 
designed to lift the burden of bookkeeping and of 
filing returns from thirty million taxpayers. 
Simplification is effected by: (1) elimination of the 
victory tax, (2) a new set of normal and surtax rates 
and (3) revision of the withholding system. 

The new normal tax rate is 3 per cent and it is im- 
posed on incomes exceeding $555 with no credit for 
dependents, but with a deduction of 10% of income 
up to $5,000. 

The allowance of certain credits against the surtax 
only is proposed in the bill, as follows: A surtax ex- 
emption of $500 for the taxpayer and $500 allowance 
for the spouse of the taxpayer, (this makes total ex- 
emption for married people $1,000, which applies to 
their joint return or to the separate return of the 
taxpayer where the spouse has no income); a surtax 


“If the surtax net income is: 

Not over $2,000..... or 

Over $2,000 but not over $4,000 
Over $4,000 but not over $6,000 
Over $6,000 but not over $8,000 
Over $8,000 but not over $10,000...... 
Over $10,000 but not over $12,000..... 
Over $12,000 but not over $14,000..... 
Over $14,000 but not over $16,000..... 
Over $16,000 but not over $18,000..... 
Over $18,000 but not over $20,000..... 
Over $20,000 but not over $22,000..... 
Over $22,000 but not over $26,000..... 
Over $26,000 but not over $32,000..... 
Over $32,000 but not over $38,000..... 
Over $38,000 but not over $44,000..... 
Over $44,000 but not over $50,000 
Over $50,000 but not over $60,000..... 
Over $60,000 but not over $70,000..... 
Over $70,000 but not over $80,000..... 
Over $80,000 but not over $90,000..... 
Over $90,000 but not over $100,000.... 
Over $100,000 but not over $150,000... 
Over $150,000 but not over $200,000... 
Over $200,000 .. 








NEW PROPOSED SURTAXES CONTAINED IN 
THE SIMPLIFICATION BILL 


The surtax shall be: 


20% of the surtax net income. 

$400, plus 22% of excess over $2,000. 
$840, plus 26% of excess over $4,000. 
$1,360, plus 30% of excess over $6,000. 
$1,960, plus 34% of excess over $8,000. 
$2,640, plus 38% of excess over $10,000. 
$3,400, plus 43% of excess over $12,000. 
$4,260, plus 47% of excess over $14,000. 
$5,200, plus 50% of excess over $16,000. 
$6,200, plus 53% of excess over $18,000. 
$7,260, plus 56% of excess over $20,000. 
$8,380, plus 59% of excess over $22,000. 
$10,740, plus 62% of excess over $26,000. 
$14,460, plus 65% of excess over $32,000. 
$18,360, plus 69% of excess over $38,000. 
$22,500, plus 72% of excess over $44,000. 
$26,820, plus 75% of excess over $50,000. 
$34,320, plus 78% of excess over $60,000. 
$42,120, plus 81% of excess over $70,000. 
$50,220, plus 84% of excess over $80,000. 
$58,620, plus 87% of excess over $90,000. 
$67,320, plus 89% of excess over $100,000. 
$111,820, plus 90% of excess over $150,000. 
$156,820, plus 91% of excess over $200,000.” 
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exemption of $500 for each dependent whose gross 
income is less than $500. 

For the first time “dependents” are specifically 
enumerated. A dependent is any of the following 
persons who derive over half their support from the 
taxpayer; son or daughter, or descendant of either; a 
stepson or stepdaughter; a brother, sister, step- 
brother, or stepsister; the father or mother of the 
taxpayer or the ancestor of either; stepfather or step- 
mother; a son or daughter of a brother or sister of the 
taxpayer; a brother or sister of the father or mother 
of the taxpayer; a son-in-law, daughter-in-law, father- 
in-law, mother-in-law, brother-in-law, or a.sister-in-law 
of the taxpayer. 

The surtax rate begins at 20 per cent instead of the 
present 13 per cent, progressing up to 91 per cent on 
surtax net income in excess of $200,000. 


Withholding: The new withholding rates will not 
go into effect until January 1, 1945 and before Decem- 
ber 31, 1944, employees must file new exemption cer- 
tificates with their employer. The use of the government 
withholding tables are optional with the employer. 

Withholding rates proposed are quoted from the 
bill below. 


SEC. 22. WITHHOLDING OF TAX AT SOURCE 
ON WAGES. 

“(e) NUMBER OF WITHHOLDING EXEMPTIONS 
CLAIMED.—The term ‘number of withholding exemp- 
tions claimed’ means the number of withholding ex- 
emptions claimed in a withholding exemption certi- 
ficate in effect under section 1622 (h), except that if 
no such certificate is in effect the number of with- 
holding exemptions claimed shall be considered to 
be zero.” 

(b) PERCENTAGE WITHHOLDING.—Section 1622 (a) 
and (b) (1) (relating to percentage withholding) are 
amended to read as follows: 

“(a) REQUIREMENT OF WITHHOLDING.—Every em- 
ployer making payment of wages shall deduct and 
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withhold upon such wages a tax equal to the sum of 
the following: 


“(1) 2.7 per centum of the amount by which the 
wages exceed the amount of one withholding ex- 
emption, the amount of such exemption for various 
payroll periods being shown in the table in subsec- 
tion (b) (1) of this section; 

“(2) 18 per centum of whichever of the following 
is the lesser: 

“(A) the amount by which the wages exceed 
the number of withholding exemptions claimed, 
multiplied by the amount of one such exemption 
as shown in the table in subsection (b) (1); or 

“(B) the amount shown in the last column in 
the table in subsection (b) (1); 

“(3) 19.8 per centum of the amount by which the 
wages exceed the sum of: 

“(A) the number of withholding exemptions 
claimed, multiplied by the amount of one such 
exemption as shown in the table in subsection 
(b) (1); plus 

“(B) the amount shown in the last column in 
the table in subsection (b) (1). 


“(b) (1) The table referred to in subsection (a) is 
as follows: 


“Percentage Method Withholding Table 


Maximum 
amount subject 
to 18 per centum 
rate 


$44.00 
88.00 
92.00 
184.00 
556.00 
1,112.00 
2,224.00 


Amount of one 
withholding 
exemption 


Pay-roll period 


Weekly 

Biweekly 

Semimonthly 

Monthly 

Quarterly 

Semiannual 

Annual 

Daily or miscellaneous 
(per day of such period ) 


$11.00 
22.00 
23.00 
46.00 
139.00 
278.00 
556.00 


1.50 6.00” 


Other Changes: Taxpayers with not over $5,000 
gross income may file a special statement as to their 
earnings and shift the burden of computing the tax 
to the Collector. Earnings of minor children will not 
be taxed to the parent, but the parent will lose any 
dependency exemption if the childs gross income 
exceeds $500. The proposed bill if it becomes a law 
will be effective generally to 1944 with the exception 
of the new withholding rates. 


Cabaret Tax: Night clubs, cabarets and night spots, 
finding business falling off as a result of the new 
30 per cent excise tax are complaining bitterly. Some 
believe that the net amount collected may not equal 
the amount collected under the old 5 per cent rate. 
There is talk that the rate may be modified by a tax 
of 10 per cent instead of 30 per cent. 


New Assistant Commissioner: George J. Schoene- 
man has been nominated for the post of Assistant 
Commissioner of Internal Revenue. Presumably he 
will retain his title of Technical Assistant to the 
Secretary, also of Budget Officer of the Treasury. 


Information Returns by Tax-Exempt Organiza- 


tions: Tax-exempt organizations required by the 
1943 Revenue Act to file information returns are 
scheduled to make such returns for 1943 on or before 
May 15 (or, in the case of fiscal year organizations, 
the 15th day of the fifth month after the close of the 
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year). Because the forms are not yet available at the 
Collectors’ offices, it is possible that an extension will 
be granted. 


Rules for Salary Increases: Commissioner of In- 
ternal Revenue Joseph D. Nunan, Jr., issued compre- 
hensive rules to guide employers in determining what 
types of salary increases they may grant without his 
approval under existing salary stabilization regula- 
tions. 

In particular, the rules provide a guide for interpre- 
tation of Section 1002.14 of the Salary Stabilization 
Regulations of September 4, 1943 under which the 
Commissioner’s approval is not required for an em- 
ployer to grant promotion, merit, and length-of-service 
increases in salary in accordance with an established 
salary policy, plan, or rate schedule which was in 
effect on October 3, 1942, or has since been approved 
by the Commissioner of Internal Revenue. 

However, approval of the Commissioner should be 
secured for any change in the classification or in the 
salary rate range of any particular position; for any 
increase in salary beyond the fixed maximum rate; for 
any change in conditions of promotion, or change in 
frequency, amount, or manner of determination of 
merit and length-of-service increases; and for estab- 
lishment of a new position with a new salary rate 
range. 

Establishment of a new salary policy or salary rate 
schedule, or revisions of existing policies or schedules, 
should also be submitted for approval. 

When new or revised plans are submitted for ap- 
proval and the employer has no established policy for 
granting increases, the new rules set forth the general 
limitations on such increases. These limitations are: 
for promotions, the established minimum for the new 
position, or 15 per cent above former salary, which- 
ever is greater; and for merit and length-of-service 
increases within a 12-month period, 15 per cent above 
former salary. 

Another overall limitation on new or revised plans 
provides that the average of salaries paid for a par- 
ticular position shall not exceed by more than 3 per 
cent (a) the mid-point between the minimum and 
maximum salary for that position, or (b) the average 
salary paid on October 3, 1942, or other date approved 
by the Commissioner. 

In connection with the granting of increases, an 
employer is expected to keep a record of the essential 
facts regarding his October 3, 1942, salary policy, in 
order to show that such increases are consistent with 


the policy or with a schedule approved by the Com- 
missioner. 


Taxation of Salaries of Federal Employees: Since 
the passage of the Public Salary Act of 1939, whereby 
the Federal Government consented to the taxation of 
compensation received by Federal officers and em- 
ployees, the question of residence or domicile of such 
Federal employees for the purpose of computing State 
income tax liability has become an increasing problem. 
The problem has been further accentuated by the 
passage of an income tax law for the District of 
Columbia. To alleviate this unstable situation in the 
State tax field there has been introduced in the Con- 
gress of the United States H. R. 3592, which is designed 
to prevent taxation by more than one State of the 
compensation received by Federal employees. 

Section 2 of this bill proposes to add a new section 
to Title I of the Public Salary Act of 1939 to read as 
follows: 

“Sec. 5. The compensation of an officer or employee 
of the United States, any Territory or possession 
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thereof, the District of Columbia, or any agency or 
instrumentality of any one or more of the foregoing, 
shall be subject to State tax only in the State in which 
such officer or employee is domiciled. 


“For the purpose of this Act, the domicile of such 
officer or employee shall be in the State which he 
expressly declares to be the State of his domicile: 
Provided, That he shall have acquired a domicile in 
such State, under the laws of such State, prior to the 
beginning of the annual period for which the tax is 
claimed. Such declaration must be made in writing 
under oath to the authority whose duty it is to assess, 
levy, or collect such taxes and the time for filing such 
declaration shall not expire until sixty days after a 
written demand for payment of such tax shall have 
been received by such officer or employee.” 

The bill includes, in addition to a tax levied by 
a State, a tax levied by any duly constituted taxing 
authority in a State. The bill also proposes to grant 
original jurisdiction to the United States District 
Courts in all actions where the claim of domicile on 
the part of a Federal officer or employee is disputed 
by a taxing authority of any State. 

H. R. 3592 has passed the House of Representatives 
and is awaiting action in the Senate. 


Tax Court Renegotiation Rules: The Tax Court 
has recently issued it’s rules of procedure (Rule 64) 
in connection with renegotiation cases. Rule 64 fol- 
lows in full text. 


I. Except as otherwise prescribed by this Rule, 
proceedings for the redetermination of excessive 
profits under the Renegotiation Act shall be governed 
by the existing Rules of Practice before this Court. 
Where any of the existing Rules or the matter con- 
tained in the Appendix thereto refer to the Commis- 
sioner, such Rules and the matter in the Appendix 
|not reproduced], when applied to a proceeding for 
the redetermination of excessive profits under the 
Renegotiation Act, shall refer to the War Contracts 
Price Adjustment Board or to the Secretary as defined 
and used in that Act. Similarly references to the tax- 
payer shall refer to the contractor or subcontractor ; 
references to tax shall refer to profits under a contract 
or subcontract subject to renegotiation, or to exces- 
sive profits thereunder, dependent upon context; and 
references to the determination of a deficiency, or a 
notice of such determination, shall refer to the order 
of the Board or the Secretary determining the amount 
of excessive profits. 


II. A proceeding for the redetermination of exces- 
sive profits under the Renegotiation Act shall be 
initiated by the filing of a petition, as provided in 
Rules 4, 5,7,and 8. (See Form No. 2, Appendix 1, [not 
reproduced] ). 

In proceedings initiated under section 403 (e) (1) 
of the Act, the War Contracts Price Adjustment 
Board shall be shown as the respondent. In proceed- 
ings initiated under section 403 (e) (2) of the Act, 
the Secretary as referred to in that section shall be 
shown as the respondent. 

The petition shall be complete in itself so as fully 
to state the issues. It shall contain: 

(a) A caption in the following form: 


Tue Tax Court OF THE UNITED STATES 


Petitioner, 
Vv. Docket No. 


Respondent. 








May, 1944 ® 


(b) Proper allegations showing jurisdiction in the 
Court. 

(c) A statement of the amount of excessive profits 
determined by the Board or the Secretary, as the case 
may be, the period for which determined and the 
amount thereof in controversy. If the determination 
of excessive profits was made on the basis of a specific 
contract or contracts, the petition shall identify the 
contract or contracts and shall state the period cov- 
ered thereby. 

(d) Clear and concise assignments of each and 
every error which the petitioner alleges to have been 
committed by the Board or the Secretary in the deter- 
mination of excessive profits. Each assignment of 
error shall be numbered. 

(e) Clear and concise numbered statements of the 
facts upon which the petitioner relies as sustaining 
the assignments of error. The allegations of fact shall 
contain a statement of the amount received or accrued 
during the period in question under the contract or 
subcontracts subject to renegotiation, the costs paid 
or incurred with respect thereto and the profits de- 
rived therefrom, the type and character of business 
done, and any other facts pertinent to a determination 
of the errors alleged. 

(f) A prayer, setting forth relief sought by the 
petitioner. 

(g) The signature of the petitioner or that of his 
counsel. (See Rule 4.) 

(h) A verification by the petitioner in accordance 
with the applicable provision of subsection (h) of 
Rule 6. 

(1) A copy of the order of the Board or of the Sec- 
retary, as the case may be, determining the amount 
of excessive profits, which order forms the basis for 
the initiation of the proceeding, shall be appended to 
the petition. If a statement has been furnished to the 
petitioner by the Board or the Secretary setting forth 
the facts upon which the determination of excessive 
profits was based and the reasons for such determina- 


tion, a copy of such statement shall also be appended 
to the petition. 


III. Any Claim for the redetermination of an 
amount of excessive profits greater than the amount 
shown in the notice of determination shall be made 
by the respondent in his answer filed under Rule 14, 
or in an amendment thereto filed under Rule 17 at or 
before the time of the hearing. 


IV. With respect to the matter covered by Rule 60, 
attention is directed to section 403 (e) (1) of the 
Renegotiation Act. 


New General Counsel: Mr. Joseph J. O’Connell Jr. 
has been nominated for the position of General Coun- 
sel for the Treasury Department to succeed Randolph 
Paul who resigned. 

Mr. O’Connell practiced law in New York City 
from 1931 to 1933. From November, 1933 to 1938 he 
was employed in the Federal Service as counsel in 
the Public Works Administration. 

In February, 1938 he was transferred to the Treas- 
ury Department as Special Assistant to the General 
Counsel. 

On February 9, 1939, Mr. O’Connell was appointed 
to be the Treasury Department’s representative on 
the Temporary National Economic Committee, to fill 
the vacancy left by the death of Herman Oliphant. 
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Section 722 IRC: The possibility of relief under 
this section of the excess profits tax law has stimulated 
an interest in statistics. Statistics of business gen- 
erally are obtainable from a number of reliable sources 
all of which have been cited in prior articles on sec- 
tion 722 in this magazine. See February, April, August 
and September 1943 issues. The chart is below based 
upon information contained in a survey of American 
Listed Corporations by the Securities and Exchange 
Commission, and the data in the right hand column is 
taken Statistics of Income compiled by the United 
States Treasury Department. 


Mr. Merle Miller, “Relief Provisions of the Excess 
Profits Tax Act,” April, 1943 TAXES—The Tax 
Magazine, states their uses as follows: 


“The four years comprising the base period were 
pretty normal years for industry in this country by 
and large. During the first year, 1936, and continuing 
until the middle of 1937, there was an upward surge 
that carried business almost to the peak of 1929. Then 
followed a down swing during the latter part of 1937 
and early 1938, with a recovery in the last year and a 
half of the period. Those four years are consequently 
a pretty fair base period by which to measure normal 
income for industry as a whole. A tax of even 90% 
on the profits over and above the average for that 
period could rightfully be called a tax on excess profits 
occasioned by the war and its abnormal demands, so 
long as we are dealing with that abstract fiction 
“American industry.” 


But taxes are not collected from “industry”—they 
are collected from individuals and from separate cor- 
porations, and each individual business is apt to vary 
from the norm of “industry” much as an individual 
girl will depart from the measurements of Miss Amer- 
ica or the average girl of 1942. In either case there 
are apt to be substantial variances at important points. 
All businesses did not share in the improvements in 
business generally in 1936 and early 1937, nor even in 
the recovery of 1939. Some may have had physical 
or economic misfortunes, such as we have already 
described, while others may have maintained their 
place in the industry of which they are a member, but 
the general character of the business of that industry 
was such that it did not participate in the generally 
improved business conditions during the base period. 


Some industries lead the swing in the business cycle 
and others lag far behind.” 
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—— Net prohit before income taxes asa percent of sales 


(COME TAXES AS G2, ‘Sales 
‘profit before income taxes asa percent of net worth 
—-— Net projitafter income tares as a percent of met worth 


si 
Mt 


/ 


; 


a 





HIN 
Lf 


1936 1937, 1938 = 1939 1941 


Chart Showing Trend of Profit in Percent of Sales and 
Percent of Net Worth 


Washington Tax Talk 


1940 


Year 


Year 


1927 . 


1928 
1929 
1930 
1931 


1932 . 


1933 


1934 . 
eer 


1936 
1937 
1938 
1939 


Manufacturing—Metal and Its Products 


Number of Returns 


Manufacturing—Rubber Products 


Number of Returns 


Gross Income 


16,256,966 
18,847,896 
22,125,989 
12,790,300 
4,652,191 
1,031,353 
4,059,694 
7,040,389 
10,652,872 
10,501,257 
14,042,168 
7,097,574 
12,108,886 


Gross Income 


1,039,525 
932,048 
916,242 
559,565 
401,314 
127,581 
300,313 
362,756 
671,861 
910,991 

1,012,043 
782,159 

1,010,660 


Net Income 
1,501,274 
1,910,004 
2,291,767 
1,003,020 

355,221 
71,098 
287,192 
535,147 
874,503 
1,113,920 
1,381,350 
574,409 
1,097,876 


Net Income 
70,253 
44,645 
56,324 
12,242 
14,004 

2,779 
13,339 
14,976 
30,119 
54,771 
47,454 
26,325 
64,766 


Manufacturing—Textile Mill Products 


Number of Returns 
. 8,240 
8,076 
8,104 
5,678 
4,875 
... 2467 
.. 5,664 
5,682 
6,129 


. 2,510 


Gross Income 


6,285,401 
5,702,986 
5,902,287 
2,642,402 
2,132,182 
1,211,516 
3,183,894 
3,040,608 
3,861,351 
3,596,772 
3,014,462 
1,783,577 
3,211,686 


Net Income 
417,484 
351,850 
323,974 
105,610 

77,830 
41,052 
203,733 
141,702 
171,425 
221,904 
166,326 
82,113 
197,221 


Manufacturing—Food and Kindred Products 


Number of Returns 


Wood and Pulp Industry 


Number of Returns 
. 1,386 


Gross Income 


8,524,432 
11,541,431 
9,641,960 
7,637,397 
5,365,954 
4,430,704 
5,536,520 
6,973,861 
7,340,434 
8,824,076 
7,276,741 
6,382,979 
9,133,178 


Gross Income 


1,401,780 
1,374,722 
1,546,672 
1,011,630 
632,927 
291,719 
709,716 
966,703 
1,165,444 
1,437,416 
1,646,878 
1,115,593 
1,545,985 


Net Income 
461,046 
518,092 
540,186 
436,451 
326,916 
199,387 
264,606 
302,328 
317,671 
417,565 
286,098 
312,177 
427,819 


Net Income 
123,988 
118,590 
124,347 

73,641 
37,472 
16,600 
52,356 
80,889 
92,321 
123,346 
140,044 
68,858 
120,417 
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By Bert V. Tornborgh, C. P. A. 


The Shoptalkers: “Straws in the wind,’ mused 
Oldtimer, “show a new trend in taxing-theories. One 
might almost say that we are veering off into a common 
law approach in the administration of our tax laws.” 

“Unquestionably,” confirmed Law. 

“Just what are you talking about?” wondered Dash. 

“The ‘tax-benefit’ theory,” announced Oldtimer. 
“We are seeing more and more of it. Certainly quite 
a departure from the old, strictly year-by-year 
reckoning.” 

“Remember the early decisions applying the tax- 
benefit rule?” asked Star. “We didn’t know quite 
what to make of them. They made sense all right, 
but somehow they didn’t seem to be tax law.” 

“That was probably your introduction to Equity,” 
said Law. “After thirty years a body of law should 
begin to mature and show signs of inherent equitable 
principles .. .” 

“Mature!” exclaimed the Kid. “Why, lots of people 
claim it’s ripe...” 

“Don’t get us side-tracked, son,” asked Oldtimer. 
“We are discussing the ascendancy of the tax-benefit 
theory within our taxing system, not the merits of 
the system itself.” 

“O. K.,” agreed the Kid. “We'll pick apart the 
philosophy of the Internal Revenue Code some other 
time.” 

“What about the ‘recoupment’ theory?” inquired 
Dash. “You know, the old Bull case, for instance, in 
the Supreme Court; that’s equity first and last, isn’t it?” 

“Granted, but the fact remains,” retorted Law, 
“that there hasn’t been enough application of such 
theories to make a trend, as Oldtimer pointed out. 
That is, until comparatively recently.” 

“Maybe I don’t read my cases with a legal eye,” 
thought Dash, “but will you fellows please get more 
specific and tell me what you are talking about?” 

“We’ve had some Supreme Court cases lately,” 
offered Law, “and they put down the pavement where 
the Tax Court had blazed the trail, so to speak. All 
apply the tax-benefit rule, and when the Supreme 
Court has put its O. K. on it, that’s that.” 

“Unless and until Congress changes the law,” 
qualified Dash. 

“Congress did,” retorted Oldtimer. “Where have 
you been keeping yourself? The 1942 Revenue Act 
treats prior taxes, bad debts and some other items as 
exclusions from gross income to the extent that no 
tax-benefit arose in the deduction year. And that’s 
retroactive all the way back, I believe.” 

“Yes, of course,” agreed Dash. “I forgot, for a 
minute.” 
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“Isn’t John V. Dobson v. Commissioner one of your 
recent cases?” asked Star. “Something about stock 
losses, recoveries some eight or nine years later— 
and application of the tax-benefit rule, then.” 

“Right,” confirmed Law. “Spoken like a true CCH 
addict!” 

“Speaking as one addict to another,” said Oldtimer, 
“and while we are discussing these recent cases, let 
me commend to all here a careful reading of the 
opinion of Mr. Justice Jackson. Lots of good meat 
in it.” 

“You mean the one that discourses on the Tax 
Court, and says something about accounting problems 
too often being treated as questions of law,” sug- 
gested the Kid. “Yes sir, required reading for every 
taxpert.” 

“Well, to sum up,” concluded Oldtimer, “it seems 
to me that we need some rather far-reaching redefini- 
tions of ‘taxable income,’ and generally in the direction 
of correlation with economic income. We have strug- 
gled with too many technicalities in the income con- 
cept, and so we’ve had some weird cases with absurdly 
strained findings of ‘income.’ Let’s hope a widening 


recognition of the equity principle will lead us out of 
the woods, at long last.” 


ee @ 
Cases 

There’s more about the tax benefit theory in the 
case of William T. Morris v. Commissioner, before the 
Tax Court; a memo opinion by Judge Opper, CCH 
Dec. 13,674 (M), January 3, 1944. For the taxpayer. 

Also the case of Magruder v. Fidelity and Deposit 
Company of Maryland, which you'll find at 44-1 usrc 
§ 9146. This one goes against the taxpayer and re- 
verses the lower court. It’s one of those in which an 
accounting matter is dealt with as a question of law 
(see Dobson v. Commissioner at 44-1 ustc § 9108) and 
the case is decided on “charge-off” facts, and never 
mind charge-off against what. Behold once more the 
damning consequences of putting ink on ledger sheets 
at inopportune moments. 

In this connection flip to J 9153, in the same volume, 
and see how CCA-3 takes ad notam the Supreme 
Court’s warning in the Dobson case: “In the Dobson 
case Circuit Courts of Appeals were admonished to be 
careful, upon reviewing decisions of the Tax Court 
(formerly the Board of Tax Appeals) not to mistake 
questions of fact for questions oflaw . . .” 

In the case ahead—at § 9152, in other words—the 
petitioners bring in a bagful of issues before CCA, 
but didn’t fare any too well. The case is a reminder 
that the sine qua non of a tax case is evidence, and more 
evidence; Bennet et ux. v. Commissioner. 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Determination of gain or loss: Cemetery lands: 
Value of improved and partially improved lots.—A 
Board’s determination of the March 1, 1913 value of 
improved cemetery lots is not res judicata of the value 
of similar lots sold by taxpayer in a subsequent tax- 
able year to the extent of adopting such value and 
deducting the amount found by the Board in the 
former case to be the cost of fully improving partially 
improved lots. The Circuit Court holds that the cost 
of such improvement was not the ultimate fact estab- 
lished by such decision and was not then necessary 
to determine the value of improved lots, and that such 
decision is not, therefore, an estoppel to making proof 
of the March 1, 1913 value of partially improved lots 
subsequently sold. CCA-2, The Evergreens, Petitioner, 
v. Joseph D. Nunan, Commissioner of Internal Revenue, 
Respondent. 44-1 ustc J 9265. 


When gross income reported: Income accrued to 
decedent: Sale of interest in trust—Decedent’s bene- 
ficial interest in a trust (set up to enable certain 
executives of the Chrysler Corporation to become 
owners of stock of that company on a basis favorable 
to them) constituted a property interest and as such 
a capital asset which passed to his estate and was sold 
by the latter, pursuant to the trust indenture, to the 
Chrysler Corporation. The cash consideration paid 
by the company to decedent’s estate was, therefore, 
not “income” to the decedent. Sec. 42, 1938 Act, is 
inapplicable and neither the total amount received by 
the estate nor the gain from the sale of the interest 
should be included in decedent’s return as “income 
accrued up to the date of his death.” CCA-6, Commis- 
sioner of Internal Revenue, Petitioner, v. Estate of 
Frederick L. Alldis, deceased, Evelyn M. Libby, Admrx., 
Respondent. 44-1 ustc § 9190. 


Corporation returns: Liability of assignee: Res 
judicata.—The orderly liquidation of corporate prop- 
erty carried on by an assignee (an individual) over a 
period of years, with a purpose of making sales under 
advantageous conditions and meanwhile contracting 
for the collection of royalties and removal of standing 
timber, constitutes the carrying on of a business by 
the corporation and the assignee is required to make 
a corporate income tax return and to pay corporate 
taxes after the corporation has thus assigned its prop- 
erty. The refusal of the Board in 1937 to hear a 
petition of the assignee because the deficiency notice 
was addressed to the corporation is not res judicata 
here where the liability for the corporate taxes is 
sought to be imposed upon the assignee. CCA-6, 
Louisville Property Company, H. C. Williams, Assignee, 
Petitioner, v. Commissioner of Internal Revenue, Re- 
Spondent. National Bank of Middlesboro and H. C. 
Williams, Assignee, Appellants, v. United States of 
America, Appellee. 44-1 ustc § 9182. 


Basis of gain or loss: Sale of stock in joint venture: 
Allocation of cost: Evidence.—Taxpayer reported 
the sale of certain stock which had been acquired by 
him in the taxable year 1937 with two other joint 
venturers in fixed proportions for the purpose of resale. 


Interpretations 























Part of the stock was sold by them to pay the cost 
of the stock. Taxpayer reported the shares sold as 
having no cost. The Circuit Court holds that tax- 
payer must allocate the cost on a share basis and 
deduct the cost from each share as sold, and approves 
the finding of the Tax Court that, from the evidence 
available, taxable gain was realized by taxpayer as 
determined by the Commissioner. CCA-6, Frederick 
Leake, Petitioner, v. Commissioner of Internal Revenue, 
Respondent. 44-1 ustc § 9181. 


Estates and trusts: Husband trustee: Distribution 
discretionary: Substantial adverse interest: Grantor 
taxable——Upon receipt of a substantial amount of 
stock from taxpayer’s husband who owned the balance 
of outstanding shares, taxpayer created a trust there- 
with, with her husband as trustee, under the terms 
of a trust agreement which allowed her the income 
during her life at the discretion of such trustee and 
gave him no beneficial interest in the trust property. 
The Circuit Court holds that under the facts the hus- 
band, as trustee, had no substantial adverse interest 
in such income, all of which was held to be taxable to 
the wife as grantor. 


Limitation upon.assessment and collection: Omis- 
sion of 25 percent from gross income: Intention as a 
factor.—Taxpayer failed to include in her return the 
income which the Court held was attributable to her 
as grantor under a trust agreement. Since such under- 
statement was in excess of 25 percent of the amount 
stated in her return, the five year period of limitations 
is applicable under Sec. 275(c) of the 1936 Act, re- 
gardless of any question of intention of such omission 
on her part. CCA-6, Oleta A. Ewald, petitioner, v. Com- 
missioner of Internal Revenue, respondent. 44-1 ustc 


{ 9266. 


Gross income: Accrued interest included in fore- 
closure bid: Bid as exchange of mortgage notes for 
property at its fair market value.—Taxpayer who was 
one of the co-owners of a real estate mortgage, upon 
default thereof, joined in the foreclosure suit. The 
property was bid in at the foreclosure sale by applica- 
tion of the amount due on such mortgage, and a de- 
ficiency judgment entered for the balance due over 
the amount of the bid. The mortgagor was shown to 
be wholly insolvent. The amount of the obligation 
used in the bid included accrued interest amounting 
to $86,389.03 which the Tax Court held as taxable 
income to taxpayer. The Circuit Court, holds that 
in such transaction the taxpayer exchanged the obli- 
gations of the debtor for the fair market value of the 
property and that the interest, as part of such obliga- 
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tions, was embraced in the bid and is not taxable as 
income. The difference between the unrecovered cost 
of taxpayer’s share in the mortgage notes and the 
value of the property at the time of the foreclosure 
sale represents the amount of his loss in the transac- 
tion. CCA-6, Elliott S. Nichols and Anne D. Nichols, 
Husband and Wife, petitioners, v. Commissioner of In- 
ternal Revenue, respondent. 44-1 ustc { 9269. 


Deficiency: Procedure: Verification of petition to 
review.—Where taxpayer timely files a petition for 
review to the Tax Court which is dismissed for lack 
of jurisdiction, an amended petition for review cannot 
be related back to the original petition where the 
amended petition is not a sufficient petition within 
Rule 6 of the Rules of Practice of the Tax Court. 
Under that Rule, verification of the petition for review 
by the attorney in fact or counsel is permissible only 
when the taxpayer is outside the United States. 
CCA-9, Marie E. Schwartz, Petitioner, v. Commissioner 
of Internal Revenue, Respondent. 44-1 ustc § 9211. 


Property subject to lien: Stockholders’ claim against 
bank.—Where taxpayers had a claim against an in- 
solvent bank which claim was subject to a lien for 
unpaid taxes, the Court holds that the subsequent 
assignment of the claim to a third party did not make 
the tax lien inferior to that of the third party, that 
the property was subject to a tax lien, and that the 
notice required by statute to make the lien effective 
against third parties was duly recorded in the tax- 
payer’s domicile (Wisconsin) and need not be re- 
corded in Washington where the insolvent bank was 
situated. The Court further holds that since there is 
no federal statutory provision as to a period of limi- 
tations on the judgment, the liability of the tax now 
merged in the judgment has not become unenforce- 
able by reason of lapse of time. CCA-9, Investment 
and Securities Company, a Corporation, Appellant, v. 
United States of America, Appellee. 44-1 ustc J 9210. 


Personal holding company income: Income from 
oral contracts as royalties.—After it had been legally 
decided that the taxpayer’s trademark registration 
afforded the taxpayer no protection of the “Bank 
Night” plan sold by the taxpayer, the taxpayer changed 
its method of marketing such plan from that of a 
written contract signed by the user of the plan to a 
mere oral contract. The Court held that the income 
derived from the oral contracts does not constitute 
royalties and consequently taxpayer does not come 
within the definition of a personal holding company. 
One dissent. CCA-10, Affiliated Enterprises, Inc., 
Petitioner, v. Commissioner of Internal Revenue, Re- 
spondent. 44-1, ustc J 9178. 


Deductions: Losses: Worthlessness of stock: Liqui- 
dation of liabilities and dissolution of corporation as 
identifiable event.—Taxpayer advanced sums aggre- 
gating over $76,000 from 1925 to 1937 to the corpora- 
tion whose stock he claims became worthless in 1937. 
Of this amount a large proportion represented pay- 
ments on accounts which he had guaranteed and part 
was for operating expenses. By 1929, however, the 
business of the company had in every substantial way 
closed up, and dissolution was accomplished in 1937. 
The Circuit Court holds that, from the taxpayer’s 
standpoint, the continued existence of the corporation 
was justified by his hope and expectation that various 
possibilities existed for its eventual success, as evi- 
denced by taxpayer’s advances, and that such hope 
was abandoned in 1937; and that under the facts tax- 
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payer would have been unable to establish complete 
loss in any previous year. The dissolution of the 
corporation was the identifiable event which marked 
the worthlessness of the stock under the facts of this 
case. (One dissent.) CCA-DC., Herbert W. Smith, 
Petitioner, v. Guy T. Helvering, Commissioner of In- 
ternal Revenue. 44-1 ustc J 9201. 


Partnership income: Wife as partner.—Evidence 
failed to show that taxpayer’s wife was a business 
partner, and, therefore, refund claim, on the ground 
that a part of income for which he was taxed in the 
taxable year was income of his wife, is denied. DC. 
CALIF., A. Penziner, Plaintiff, v. The United States 
of America, Defendant. 44-1 ustc § 9212. 


Limitation upon assessment and collection: Claim 
filed in Probate Court by U. S. for taxes as “a pro- 
ceeding in court” under Sec. 276 (c) of the 1928 Act. 
—In a suit against an administrator, with will an- 
nexed, of deceased taxpayer’s estate, the Government 
gave proof that it had filed in the Probate Court of 
Stork County, Ohio, its claim for income taxes as- 
sessed against the decedent in his lifetime, and for 
income taxes assessed against his estate, within six 
years of the respective dates of such assessments, 
and that the claim was never disallowed in that Court 
but that all the evidence indicates the claim is uncon- 
tested. The District Court holds that the filing of the 
claim in the Probate Court was such a proceeding in 
court as complies with Sec. 276 (c) of the 1928 Act, 
that such claim is still pending and valid under the 
Statute of Limitations, and that such claim in the 
Probate Court should now be taken as allowed, and 
judgment is entered accordingly. DC. OHIO, United 
States of America, Plaintiff v. The First National Bank, 
Canton, Ohio, Administrator, with will annexed of the 
Estate of Alexander B. Clark, Deceased, Faith F. Clark, 
Executrix of said decedent's will, Defendants. 44-1 
ustc § 9165. 


Bad debts: Worthlessness occurred when main 
asset of debtor lost.—Taxpayers’ investments and ad- 
vances to a corporation, owned solely by the tax- 
payers, became worthless in 1937, the year in which 
the corporation lost its main asset, and not in the year 
in which taxpayers discontinued making advances to 
the corporation. DC. MASS., Alfred H. Chapin v. 
Thomas B. Hassett, Individually and as Collector of 
Internal Revenue, and Third National Bank and Trust 
Company and Clarence J. Schoo, co-executors u/w 
Frank D. Fuller v. Thomas B. Hassett, Individually and 
as Collector of Internal Revenue. 44-1 ustc { 9204. 


Interest on judgments: Check in payment issued 
and delivery withheld by Collector—Check in pay- 
ment of judgment was issued for amount thereof with 
interest computed to a date within 30 days of the date 
of the check, but delivery was withheld from taxpayer 
for approximately five months due to Collector’s in- 
vestigation of a possible off-set against taxpayer. On 
a motion for an order directing entry of satisfaction 
of judgment, the District Court holds that the “date 
of the refund check” under Sec. 615 of the 1928 Act 
as amended cannot be construed as the date of de- 
livery of the check, and that no additional interest 
can be computed in the absence of a showing that 
delay in the transmission of the refund check was due 
to wilful delay or neglect. DC: PA., Annie J. Pugh, 
et al., Executors of the Estate of Clara J. Pugh v. Albert 


H. Ladner, Collector of Internal Revenue. 44-1 usTC 
q 9188. 
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DIGESTS of 


Articles on 


axation in Current Legal Periodicals 


THE TAX BENEFIT RULE 
TODAY 
William T. Plumb, Jr., Attorney, United 
States Treasury Department 


» Harvard Law Review, December, 1943, 
p. 129-182 


Much attention has been attracted by Sec- 
ion 116 of the Revenue Act of 1942, which 
rovides for the exclusion from gross income 
amounts, otherwise taxable, which are at- 
ributable to the recovery of bad debts, prior 
axes, OF amounts paid on account of tax 
klinquency, to the extent that the prior 
duction of such items did not reduce the 
bxpayer’s income tax liability. 





















Application of the Tax Benefit Rule 


Bad Debt Recoveries. It is well established 
hat a recovery on a debt which had pre- 
jously been charged off as worthless and 
leducted is taxable in the year in which it is 
covered, whether the loss was deductible 
n full or (as in the case of bonds and 
ike securities) was restricted by the capital 
lnss provisions. Similarly, where the neces- 
ity for all or part of a reserve for bad 
ebts ceases and the reserve becomes avail- 
bble for use in the taxpayer’s business, tax- 
ble income results. 


In cases where the recovery would other- 
ise be taxable, the statute now provides, 
bs the Board of Tax Appeals had already 
held in many cases, that it is taxable only 
ii and to the extent that the deduction pre- 
viously allowed resulted in a tax benefit. 
The tax benefit rule is applied to recoveries 
both of ordinary bad debts and of worth- 
less bonds and similar securities. 


The statute does not apply, however, to 
recoveries of bad debts previously charged 
against a reserve, since the amount of such 
recoveries is not taken into income as such 
ut is merely credited to the reserve account 
ind decreases the amount to be added to the 
‘serve in the current year. 


Recovery of Taxes and “Delinquency 
Amounts.” When a tax, or the interest or 
penalty thereon, has been deducted as paid 
‘raccrued, and is later refunded or deter- 
mined not to be payable, the amount is tax- 
le in the year of recovery, at least where 
—* of the year of deduction is 
darred, 
Where the tax which is refunded or can- 
led resulted from the erroneous applica- 
‘on of a valid law, the deduction of the tax 
may be adjusted to reflect the true tax as 
inally determined if the year in which the 
‘eduction was taken is still open. 
In the case of taxes paid or accrued but 
‘ubsequently held unconstitutional (rather 
“an merely erroneously applied), it has re- 
‘ently been held that the deduction of the 
“x cannot be denied in the year when it 
¥as paid or accrued, even though it is re- 
‘inded later or not paid, and the adjust- 
“ent can be made only by taxing the 
‘covery. With respect to federal taxes re- 
“vered or canceled as unconstitutional in 
table years beginning after December 31, 
‘40, however, the law now permits the tax- 
*ayer an option to treat the prior deduction 
© €rroneous and the recovery as nontax- 
able, Provided he consents to the assessment 
ta deficiency for the prior year without 
gard to the statute of limitations. 


‘gal Periodical Digests 








Reimbursement, Rebate, and Cancelation of 
Expenses and Interest. When amounts are 
received for goods or services, even though 
in a loose sense they reimburse expenses in- 
curred, the receipts are true gross income 
and are taxable irrespective of the question 
whether the expenses were deducted or pro- 
duced a tax benefit. 


The Supreme Court has recently held that 
the forgiveness of a debt (even though ex- 
pense deductions had been enjoyed at the 
time of accrual of the debt) is a nontaxable 
gift unless some contractual consideration 
exists therefor. Where the transaction does 
not amount to a gift, however, as in the 
cases where the reimbursement, rebate, or 
cancelation occurs pursuant to contract, liti- 
gation, or compromise, or where there is no 
voluntary act of the creditor, the forgive- 
ness or rebate of an expense item for the 
accrual or payment of which a deduction has 
been allowed gives rise to taxable income, 
on the same principle which sustains taxa- 
tion of bad debt recoveries and tax refunds. 

Where the expense item was not legally 
deductible, it is held that no taxable income 
results from its cancellation or rebate, even 
though it was actually deducted and the 
adjustment of the deduction is barred by 
limitations, in the absence of circumstances 
creating an estoppel. 

The Board of Tax Appeals has held that 
even where none of the other exceptions ap- 
ply to prevent taxation of the rebate, can- 
cellation, or other expense adjustment, it is 
not taxable if and to the extent that the 
= deduction did not result in a tax bene- 

& 


Recoupment of Losses. When a loss which 
has been deducted is compensated for by 
suit or settlement, by insurance, or other- 
wise, the recovery may give rise to taxable 
income. Since losses are deductible only if 
not compensated for by insurance or other- 
wise, the deduction may be adjusted, if the 
year is still open, for compensation later 
received, 

If the right to compensation is contested 
or otherwise contingent in the year when 
the loss occurs, however, the loss is deduc- 
tible in full and may not be adjusted even 
if compensation is received before the lia- 
bility for the year of deduction is closed; 
in such a case, of course, or in any event if 
adjustment of the prior year is barred, the 
compensation is taxable when received. 


Depreciation, Amortization, and Depletion. 
Section 113(b)(1)(B) of the Internal Reve- 
nue Code and prior revenue acts requires 
that the cost basis of property, for deter- 
mining gain or loss or for other purposes, 
be reduced by the amount of depreciation, 
amortization, or depletion previously allowed 
(but not less than amount allowable). 

In the case of depreciation or depletion 
actually sustained and allowable, it has long 
been settled that the cost basis must be re- 
duced by that amount even if no tax benefit 
was derived from the deduction, and even 
if no deduction was taken. The same rule 
would appear to apply where a taxpayer has 
duly elected to amortize the cost of emer- 
gency facilities over a five-year period in 
lieu of taking depreciation over the life of 
the facilities, and has not elected to discon- 
tinue amortization; the cost basis must be 
reduced by the allowable amortization not- 
withstanding the taxpayer suffered a net 












































































loss and obtained no tax benefit from the de- 
duction. 

Application of Tax Benefit Rule in Govern- 
ment’s Favor. When an obligation owing to 
the taxpayer on account of an income item 
becomes worthless, a bad debt deduction is 
allowed provided the item has been included 
in a turn of income. 

A deduction is not denied even though the 
Government, as a result of net losses on the 
prior return, obtained no tax benefit from 
the accrual of the income. In adopting the 
tax benefit rule as a principle of equity, 
Congress might consider applying it to such 
instances, where the equities favor the Gov- 
ernment. 


Determination of Tax Benefit 


It is necessary first to segregate the re- 
coveries of bad debts, taxes, or “delinquency 
amounts” according to the year in which 
deductions were allowed therefor, and to 
eliminate those for which no deductions 
were allowed, since if all or any part of any 
item recovered has not been previously de- 
ducted or credited, that item or part thereof 
may be recovered tax-free without further 
computation. 


The next step, with respect to each such 
group of recovered items which had been 
deducted in prior years, is to determine the 
amount of such items which, in the year 
of original deduction and in the years to 
which any losses were carried over or car- 
ried back, served to reduce either normal 
tax, surtax, or victory tax—i. e., the tax 
benefit. 

This amount is then subtracted from the 
total of the deductions allowed for bad 
debts, taxes, and “delinquency amounts” of 
that year, to get the “recovery exclusion,” 
which must be reduced by any recoveries 
of such deducted items which were exclud- 
ible in the intervening years. Then the 
taxpayer may recover tax-free the items de- 
ducted in a particular prior year until the 
aggregate of the recoveries equals the “re- 
covery exclusion” for that year, as thus re- 
duced. 


Since the tax benefit rule is inherently 
incapable of producing exact justice and 
clearly introduces infinite difficulties of ad- 
ministration and computation for both the 
Government and the taxpayer, it would seem 
desirable to consider more desirable means 
to attend the end goal. 


Congress may, by statute, provide for the 
reopening of the return for the year in which 
a deduction was taken and for the adjust- 
ment of the deduction to reflect later incon- 
sistent events, such as a recovery or 
cancelation of the deducted item, notwith- 
standing the fact that it was properly 
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allowable in the light of the facts then existing 
and notwithstanding the statute of limita- 
tions applicable to that year’s tax has ex- 
pired or the liability has been closed by 
agreement or judgment. 

It should, of course, be provided that 
where the statute of limitations has expired 
or the liability is otherwise closed, no ad- 
justment shall be made other than the disal- 
lowance of the deduction with respect to 
which the later inconsistent event occurred. 
It is believed that such a solution would 
be both more equitable and more adminis- 
trable than the present provision. 


PRESENT TAXABLE STATUS OF 
STOCK DIVIDENDS IN 
FEDERAL LAW 


Henry Rottschaefer, Professor of Law, 
University of Minnesota 


28 Minnesota Law Review, January, 1944, 
p. 106-130 


This article is particularly concerned with 
the problem which arose because of the deci- 
sion of the Supreme Court of the United 
States in Helvering v. Griffiths, 318 U. S. 371. 

The Court held therein that a stock divi- 
dend paid on the common stock in stock 
of the same class could not be taxed as in- 
come under the statute in force during 
1939, the year in which the dividend was 
paid. 

The Commissioner of Internal Revenue 
had assessed a tax in reliance upon Section 
115 (f) (1) of the Internal Revenue Code 
which provided that a distribution by a 
corporation to its shareholders in its own 
stock should “not be treated as a dividend 
to the extent that it does not constitute 
income to the shareholder within the mean- 
ing of the Sixteenth Amendment to the 
Constitution.” 

The Court construed this to exclude from 
income all stock dividends that did not 
constitute income within the meaning of 
the Sixteenth Amendment as of the time of 
the enactment of the Revenue Act of 1936. 
That was made the critical date because 
that Act was the first to introduce the pro- 
vision relied upon by the Commissioner in 
imposing the tax. The statutory rule in 
effect during the 15 years prior thereto had 
excluded all stock dividends from income. 

The meaning of the Sixteenth Amendment 
as of the critical date thus became the crit- 
erion for determining the scope of Section 
115 (f) (1). That resolved itself largely 
into a problem of discovering the test of 
non-taxability and of taxability developed by 
Eisner v. Macomber, 252 U. S. 189. Koshland 
v. Helvering, 298 U. S. 441, Helvering v. 
Gowran, 302 U. S. 238, Helvering v. Sprouse, 
318 U. S. 604, and Strassburger v. Com’r of 
Int. Revenue, 318 U. S. 604. 

The net effect of the decisions and rea- 
soning in those cases is that Section 115 
(f) (1) excludes from income any stock divi- 
dend that does not change the shareholder’s 
pre-existing proportionate interest in the 
corporation, and excludes from income no 
other type of stock dividend. Whether a 
stock dividend effects such a change can 
be ascertained only by examining the capital 
structure of the corporation before and after 
the payment of such dividend. 


Eisner v. Macomber, supra, and the Griffiths 
case, supra, decide that the requisite change 
does not occur if a dividend is paid on the 
common stock in common stock of the same 
class at a time when there is no other class 
of stock outstanding. 

The Sprouse case, supra, has definitely 
settled that the payment of a dividend in 
non-voting common on both the voting and 
non-voting common, at a time when no 
other class of stock was outstanding, does 
not effect the requisite change where the 
only difference between the two classes of 
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stock was that the one class only had vot- 
ing power. 

The Strassburger case, supra, puts into 
the class of non-taxable stock dividends a 
dividend on the common stock paid in pre- 
ferred stock at a time when the common stock 
alone was outstanding and where all of it is 
owned by a single shareholder. The deci- 
sion would have been the same had there 
been several classes outstanding at that 
time, if all the issued stock had been then 
owned by a single shareholder. 


The Koshland and Gowran cases, supra, in- 
dicate two situations in which a stock divi- 
dend does produce the change requisite 
to treating the dividend as income. In each 
of them the dividend was paid in shares of 
one class on shares of a wholly different 
class at a time when shares of both classes 
were outstanding. 

These decisions are important, but there 
remain numerous situations to which the 
courts have not yet given authoritative 
answers. 

In conclusion, it should be noted that, 
while this discussion was constantly con- 
cerned with the meaning of the term “in- 
come” in the Sixteenth Amendment, the 
conclusions relate not ta the present consti- 
tutional status of stock dividends but to 
their constitutional status as of a prior date. 

The present constitutional status of stock 
dividends will be dealt with in a subsequent 
installment of this article. 


WISCONSIN PRIVILEGE 
DIVIDEND TAX 


William Smith Malloy, Member of the 
Wisconsin Bar 


28 Marquette Law Review, Winter, 1944, 
p. 23-30 

By Section 3 of Chapter 305, Laws of 
1935, the Wisconsin legislature enacted a 
corporate “privilege dividend tax.” The 
issue of the constitutionality of the tax in its 
application to Wisconsin corporations was 
at an early date determined favorably in 
State ex rel. Froedert Grain and Malt Com- 
pany v. Tax Commission, 265 N. W. 672. 

In its application to foreign corporations 
doing business within the state the question 
of constitutionality was presented in the 
leading case of J. C. Penney v. State of Wis- 
consin, 289 N. W. 677. 

Here funds earned from operations in the 
state were commingled with funds derived 
from other sources; and from these monies 
a dividend was declared and paid by the 
taxpayer, a Delaware corporation, by au- 
thority of a resolution of the board of direc- 
tors meeting in New York City. 

The Wisconsin Supreme Court held the 
tax to be in nature an excise tax on the 
act of privilege of receiving a dividend. On 
the authority of Connecticut General Life Ins. 
Co. v. Johnson, 303 U. S. 77, it was decided 
that the act was invalid as violative of the 
due process clause of the Fourteenth Amend- 
ment in that it attempted to tax an act oc- 
curring outside of the taxing jurisdiction. 

The United States Supreme Court took 
jurisdiction of the case upon certiorari at 
the petition of the state, and the majority 
decision in its language expressly disre- 
garded the state court’s characterization of 
the measure. The Court held five to four 
that the tax was essentially an additional in- 
come tax upon the corporation’s income 
from Wisconsin sources; as such it was 
held valid, regardless of where the divi- 
dend was declared or the recipients resided. 

With this view the Supreme Court of Wis- 
consin disagreed. On remander it took oc- 
casion to remark: 

The only question presented by the record 
on appeal was whether the state had jurisdic- 
tion to levy the tax. The Supreme Court was 
not asked to construe the statute. That is a 
matter under the decisions of the Supreme Court 
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which is clearly a function of this court, and y 
must assume that the Supreme Court of 
United States made its decision in recognitio, 
of that fact. We are bound by its decision ani 
we yield on no other. 

The court then proceeded to express th: 
opinion that the levy was not an income tay 
nor even a tax borne by the corporation, by; 
was a tax payable by the stockholder upg, 
the event of the declaration of the dividend 

The construction of a state statute ; 
normally a matter for the court of last re. 
sort of a state. This need not, however 
be the case. 


The United States Code provides six 
methods of bringing before the Unites 
States Supreme Court a state statute as. 
sailed as unconstitutional, and the remedy 
by appeal and certiorari from the state ap. 
pellate tribunals are only two of the 
methods. Consequently, it is possible that 
a measure, even though ambiguous may 
finally reach the highest federal court 
neither extended nor restricted by binding 
state court interpretations of the law. 


A third alternative is possible if the 
measure is unambiguous or if it is so consid- 
ered by the state courts. In such a situation, 
an interpretation may be neither necessary 
nor helpful. In the progress of litigation in 
courts inferior to the United States Sv- 
preme Court, the statute might be merely 
characterized as a measure of a particular 
nature and hence held to be constitutional or 
unconstitutional. 


Another principle which comes into play 
in a discussion of what the two courts as- 
sumed to do in the Penney case, supra, is the 
canon of construction which states that 
when a statute is ambiguous, the court 
interpreting it shall place upon the law an 
interpretation which will if possible save 
its constitutionality. 


It is the thesis of this article that there is 
common ground on which the present hold- 
ings of the state and Federal courts can be 
reconciled without violence to accepted prin- 
ciples governing the respective provinces 
of either court. 


This process of reconciliation must begin 
with a careful delineation between “inter- 
pretation” of a state statute and mere 
“classification” or “characterization” of a 
measure. From the discussion above, it is 
apparent that the first function is the func- 
tion of the state courts and as such is con- 
clusive on the Federal courts. But the 
same is not true of the latter function, if 
function it may be called. If it can be said 
that a court of last resort in a state was pur- 
suing the: later course alone, its expression 
would not be treated as binding by the Su- 
preme Court of the United States on ap- 
peal. 

It is submitted that the Wisconsin courts 
action fell in the latter class, thus leaving 
the United States Supreme Court free to 
perform the state court’s function; and tt 
devolved on the former tribunal to save the 
law by construction of the ambiguities if it 
could do so. 


In this connection an examination of both 
the majority and minority opinions in the 
United States Supreme Court’s handling 0! 
the Penney case, supra, at the very least per 
mits an inference that the Court placed the 
opinion of the state tribunals in the latter 
category. Neither the writer of the ma- 
jority or of the dissenting opinion looked 
upon the action of the Wisconsin court 4s 
an interpretation of the tax legislation. 

Since the Court took this view, and 
earlier remarks of the Wisconsin court were 
mere dicta on the subject of the applicability 
of the tax to foreign corporations, it wou 
seem that the Court could actually fix aa 
interpretation upon the law. 


Continued on page 240 
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| ay Income tax (second installment) due. Service tax and reports due. 
uy . court Motor carriers’ mileage tax and reports Use tax and reports due. 

binding due June 25—— SUSCSSSSSSSESSSSeE SSeS eee EeeSeeEeEeSeeessesEeesseesees 
w. ; June 20— Coal tonnage tax reports due. 


if the Automobile dealers’ reports due. Gasoline tax and reports due. 


Coal and iron ore mining tax and reports June 20— 


) consid- le Bank share tax due. 

ituation, Gasoline tax and reports due. CONNECTICUT Property tax (second installment) due. 
ecessary Lubricating oils tax and reports due June 1—— Sales tax and reports due. 

zation ir ; ‘ Gasoline tax due. June 25—— 

> In Motor fuel tax and reports due. J 1 Guatiien % a ts d 

ites Su- Sales tax and reports due. une 10 asoline tax and reports cue. 


Cigarette distributors’ monthly reports 


> merely June 30—— Pe 
articular Carbonic acid gas reports due. See te ; ; IDAHO 
tional or Gasoline tax reports due. = ome 
ARIZONA Railroad and street railway tax (semi- ining license tax due. 
« June 10—— 

nto play June 5—— annual installment) due. hee 

‘ Alcoholic beverage licensees’ reports due. June 20—— eer dealers’ reports due. 
urts as- 2 June 15—— 
ra, is th June—First Monday—— Alcoholic beverage tax and reports due. 
ma a Railroad, telegraph and telephone company — power company reports and taxes 

a \ ts due. ue. 
ie court een Wee 7 DELAWARE Gasoline tax and reports due. 
» law an Wholesale liquor dealers’ luxury tax re- June 1—— June—Fourth Monday—— 
le save turns and remittances due. Chain store tax and reports due. Property tax (semi-annual installment) 


June 15—— Express, telegraph and telephone company due. 
Gross income tax and reports due. reports due. 


there is Income tax (second installment) due. Kent county property taxes due. — 

nt — Motor cawriers’ tax and reports due. Manufacturer's license tax and reports due. | | 

5 can be Use fuel tax and reports due. Merchants’ license tax and reports due. ac aS 

ed prin- Seno P June—First Monday— Last day to make personal property tax 


fi Gasoli ts due. Steam, gas and electric company taxes due. return. 
lee ee ioe pect due. June 15-— Personal property tax becomes delinquent 


June 30—— Filling stations’ gasoline tax reports due. (except Cook county) 


st begin Last day for corporation registration fee Manufacturers’ and importers’ alcoholic a car line companies tax (first in- 
} _ inter- payments and reports. beverage reports due. Ee) oe. 

id mere June 30-—— Real property tax (semi-annual install- 
n” of a Carriers’ gasoline tax reports due. ment) due (except Cook county). 


ed ARKANSAS ’ _ dune 10— 
ve, it is — Distributors’ gasoline tax and reports due Motor carriers’ mileage tax due. 


he func- Alcoholic beverage tax and reports due. June 15—— 
| 1S con- Natural resources purchase statements due. DISTRICT OF COLUMBIA Alcoholic beverage reports due. 
But the Natural resources severance tax and re- June 10—— Cigarette tax returns due. 
ction, if ports due. Licensed manufacturers’ and wholesalers’ Public utility tax and reports due. 
be said Motor fuel carrier’s reports due. beer reports due. Sales tax and reports due. 
was pur- June 20—— Licensed manufacturers’, wholesalers’ and June 20—— 
Gross receipts tax and reports due. retailers’ alcoholic beverage reports due. Gasoline tax and reports due. 


te. June 25—— June 15— Oil production tax and reports due. 
greed Motor fuel tax and reports due. Beer tax due. June 30— 
on ap June 25—— Transporters’ gasoline tax reports due. 


Gasoline tax and reports due. 


’ CALIFORNIA 
i courts June 1—— 
an Beer and wine tax and reports due. FLORIDA ion INDIANA 
ree to Gasoline tax due. June 10—— 
- and it June 15 Agents’ cigarette tax reports due. Fuel use tax report and payment due. 
save the Distilled spirits tax and reports due. Manufacturers’ and dealers’ alcoholic bev- June 20—— 
ties if it Gasoline tax reports due. erage reports and taxes due. Bank and trust company intangibles report 
Use fuel tax and reports due. and tax due. 
June 15—— Bank share tax due 
d storage reports and cs 
of both Gasoline sales, use an Building and loan association intangibles 
sin the Tr “a on oes and carriers’ alcoholic bev- tax and reperts Gus. 
dling of a June 25— 


erage reports due. 


‘ast per- a pce gasoline tax reports due. 
aced the Motor transportation company taxes and Gesoline tax and reports due. 
ci — reports due. 
1€ F 
- looked IOWA 


GEORGIA June—First Monday—— 


court as June 10—— Freight line and equipment company prop- 
ton. Cigar and cigarette wholesalers’ reports erty tax reports due. 

Ww, and due. June 10—— 

irt were June 15—— Carriers’ gasoline tax reports due. 


Carriers’ reports due. Class A permittees’ beer tax and reports 


Income tax (second installment) due. due. 
Malt beverage tax reports and payment Vendors of cigarettes, cigarette papers, etc., 
due. reports due. 
June 20—— June 20—— 
Gasoline tax and reports due. Gasoline tax and reports due. 


icability 
t would 
y fix an 
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KANSAS 
June 10—— 
Malt beverage tax and reports due. 
June 15—— 
Carriers’ gasoline tax and reports due. 
Compensating tax and reports due. 
Motor carriers’ gross ton mileage tax and 
reports due. 
June 15—— 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
tax and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax and re- 
ports due. 
June 20—— 
Oil production tax and reports due. 
June 30—— 
Dealers’ and transporters’ gasoline tax and 
reports due. 


KENTUCKY 
June 1—— 
Louisville gross receipts tax due. 
June 10—— 
Amusement and entertainment tax and 
reports due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 


LOUISIANA 
June 1—— 
Wholesalers’ tobacco tax reports due. 
June 10—— 
Importers of alcoholic beverages reports 
due. 
Importers’ gasoline tax and reports due. 
Importers’ kerosene tax and reports due. 
Importers’ lubricating oils reports due. 
June 15— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers of alcoholic beverages reports 
due. 





Carriers’ lubricating oils reports due. 

Income tax and returns due from foreign 
corporations doing business with no of- 
fice in state. 

Intoxicating liquor manufacturers’ and 
dealers’ reports due. 

Wholesalers’ and retailers’ tobacco tax re- 
ports due, 

June 20—— 

Alcoholic beverages tax and reports due. 

Dealers’ gasoline tax and reports due. 

Dealers’ kerosene tax and reports due. 

Dealers’ lubricating oils tax and reports 
due. 

Fuel use tax and reports due. 

New Orleans sales and use tax and reports 
due. . 

State sales and use tax and reports due. 

Petroleum solvents reports due. 


MAINE 
June 1—— 


Express, telephone and telegraph company 
taxes due. 
Franchise tax reports due. 
June 10—— 
Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 
June 15— 
Parlor car company taxes due. 
Railroad and street railroad tax (install- 
ment) due. 
June 30—— 
Gasoline tax and reports due. 


238 





MARYLAND 
June 10—— 
Admissions tax due. 
June 30—— 


Beer tax and reports due. 

Gasoline tax and reports due. 

Reports due on motor fuel purchased in 
cargo lots. 


MASSACHUSETTS 
June 10—— 
Alcoholic beverage tax and reports due. 
Meals’ excise tax and reports due. 
June 15— 
Cigarette distributors’ 
due. 
June 30—— 
Gasoline tax and reports due. 


tax and reports 


MICHIGAN 
June 1—— 


Gas and oil severance tax and reports due. 
June 5—— 
Carriers’ gasoline tax reports due. 
June 10—— 
Common and contract carriers’ reports and 
fees due. 
June 15—— 
Sales and use tax and reports due. 
June 20—— 
Distributors’ gasoline tax and reports due. 


Gas and oil severance tax and reports de- 
linquent. 


MINNESOTA 
June 1—— 


Annuity income tax due. 
Property tax (first semi-annual install- 
ment) delinquent. 
June 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
June 14— 
Last day to pay iron severance tax. 
Last day to pay taconite tax. 
June 15— 
Income tax (second installment) due. 
Interstate motor carriers’ mileage tax due. 
June 23—— 
Gasoline tax and reports due. 
Special use fuel tax and reports due. 
June 25—— 
Dealers in farm tractor fuels, reports and 
payment due. 
June 30—— 
Last day to make property tax returns. 


MISSISSIPPI 
June 1—— 

Electric* light and power, express, pipe 
line, railroad, sleeping car, telegraph and 
telephone company reports due. 

June 5—— 
Factory reports due. 
June 10—— 

Admissions tax and reports due. 

Brewers’ reports of sales and deliveries of 
malt or brewed beverages due. 

June 15— 
Gasoline tax and reports due. 
Income tax (second installment) due. 


Manufacturers’, distributors’ and whole- 
salers’ tobacco reports due. 
Retailers’, wholesalers’ and distributors’ 


light wine and beer reports due. 
Sales tax and reports due. 
Timber severance tax and reports due. 
Use tax and reports due. 
June 25—— 
Oil severance tax and report due. 
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MISSOURI 
June 1—— 
Bank share tax reports due. 
Income tax (first installment) due. 
June—First Monday—— 
Last day to make merchants’ and manv- 
facturers’ property tax return. 
June 5— 
Non-intoxicating beer permittees’ reports 
due. 
June 10—— 
Oil inspection reports and fees due. 





June 15—— 

Alcoholic beverage reports due. 

Retail sales tax and reports due. 
June 25—— 

Use fuel tax and reports due. 
June 30—— 

Gasoline reports and tax due, 


MONTANA 
June 15—— 
Brewers’ and liquor wholesalers’ tax and 
reports due. 
Electric company tax and reports due. 
Gasoline tax and reports due. 
Income (corporation license) tax due. 
June 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 
June 25—— 
Pipe line companies reports due. 


NEBRASKA 
June 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter reports and tax due. 


NEVADA 

June 1—— 

Petroleum products reports and fees due. 

Mine owners’ annual reports due. 
June—First Monday—— 

Property tax (quarterly installment) due. 
June 15—— 

Carriers’ gasoline tax reports due. 
June 25—— 

Dealers’ gasoline tax and reports due. 

Fuel users’ tax and reports due. 


NEW HAMPSHIRE 

June 10—— 

Alcoholic beverage taxes and reports due. 
June 15—— 

Use fuel tax and reports due. 
June 30—— ; 

Carriers’ reports of motor fuel deliveries 

due. 
Distributors’ gasoline tax and reports due. 


NEW JERSEY 
June 1—— 

Foreign insurance company tax (except on 

life premiums) due. 
June 10—— 

Excise tax and reports due from interstate 
busses. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

June 15— 

Alcoholic beverage tax and reports due 
from manufacturers, distributors, trans- 
porters, warehousemen and importers. 

June 20—— 

Alcoholic beverage retail consumption and 
distribution licensees’ reports and taxes 
due. 
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June 30—— 
Carriers’ gasoline tax reports due. 
Distributor’s gasoline tax and reports due. 


NEW MEXICO 
June 1—— 

Property tax reports due from private car 
companies and railroads dealing there- 
with. 

June 15—— 

Occupational gross income tax and reports 
due. 

Oil and gas conservation tax reports due. 

Severance tax and reports due. 

June 20—— 
Motor carriers’ tax and reports due. 
June 25—— 
Gasoline tax and reports due. 
Use or compensating tax and reports due. 


NEW YORK 
June 1s—— 
New York City gross receipts tax and re- 
turns due. 
June 20—— 
Alcoholic beverage tax and reports due. 
June 25—— 
Additional public utility tax and reports 
due. 
New York City conduit company tax and 
reports due. 
New York City public utility excise tax 
and returns due. 
June 30—— 
Gasoline tax and reports due. 


NORTH CAROLINA 
June 1—— 
Chain store tax due. 
License taxes due. 
June 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage tax and re- 
ports due. 
June 15—— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 
June 20—— 
Distributors’ gasoline tax and reports due. 
Franchise carriers’ and haulers’ monthly 
reports and tax due. 


NORTH DAKOTA 
June 1—— 
Cigarette reports due. 
June 15—— 
Beer excise tax and reports due. 
Gasoline tax and reports due. 
Income tax (second installment) due. 
Interstate motor carriers’ tax due. 


OHIO 
June 10 
Admissions tax and reports due. 
Class A and B permittees’ alcoholic bever- 
age reports due. 
June 15—— 
Cigarette use tax and reports due. 
June 20—— 
Dealers’ gasoline tax reports due. 
Real and public utility property taxes 
(semi-annual installment) due. 
June 30-—— 
Carriers’ gasoline tax reports due. 
Gasoline tax due. 


OKLAHOMA 
June 1—— 


Oil, gas and mineral gross production tax 
and reports due. 
June 5—— 


— (other than coal) operators’ reports 
ue, 
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June 10—— 
Airports’ gross receipts reports and tax 
due. 
Alcoholic beverage tax and reports due. 
June 15—— 
Carriers’ gasoline tax reports due. 
Gasoline dealers’ tax and reports due. 
Sales tax and reports due. 
June 20—— 
Gasoline distributors’ tax and reports due. 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Diesel fuel oil tax and reports due. 
Use fuel tax and reports due. 
Use tax and reports due. 


OREGON 
June 10—— 


Oil production tax and reports due. 


Alcoholic beverage tax and reports due. 
Motor carriers’ tax and reports due. 
Use fuel tax and reports due. 

June 25— 
Gasoline tax and réports due. 


PENNSYLVANIA 
June 10—— 

Malt beverage reports due. 

Spirituous and vinous liquor importers’ re- 
ports due. 

June 15—— 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax law. 

Manufacturers’ alcoholic beverage tax and 
reports due. 

Philadelphia income tax (second install- 
ment) due. 

June 30—— 

Gasoline tax and reports due. 

Scranton property taxes (second quarterly 
installment) delinquent. 


RHODE ISLAND 
June 10—— 
Alcoholic beverage reports due. 
Tobacco products tax reports due. 
June 15—— 
Assessment date for general property tax. 
Gasoline distributor’s monthly report and 
tax due. 


SOUTH CAROLINA 

June 10—— 

Admissions tax and reports due. 

Beer and wine wholesalers’ reports due. 

Last day to make power tax and payment. 
June 20—— 

Gasoline tax and reports due. 

Reports and tax due from motor fuel (other 

than gasoline) users. 


SOUTH DAKOTA 
June 1—— 

Express company reports due. 

Passenger motor carriers’ tax due. 

Private car line reports due. 

Railroad, telegraph, telephone, sleeping 
car, light, power, heating, water and gas 
company property tax returns due. 

June 15— : 

Alcoholic beverage reports due; tax due in 
30 days. 

Carriers’ gasoline tax reports due; tax due 
in 30 days. 

Dealers’ gasoline tax reports due; tax due 
in 30 days. 

Use fuel tax and reports due. 

June 30—— 
Last day to file property tax returns. 


TENNESSEE 
June 1—— 
Chain store tax due. 
Cottonseed oil mili reports due. 
June 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage re- 
ports. 
June 15—— 
Carriers’ use fuel tax reports due, 
Use fuel tax and reports due. 
June 20—— 
Distributors’ 
due. 
Liquid carbonic acid gas tax due. 


gasoline tax and payment 


TEXAS 
June 10—— 
Cigarette distributors’ reports due. 
Tune 15—— 
Oleomargarine dealers’ taxes and reports 
due. 
June 20—— 
Carriers’ motor fuel use tax reports due. 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel and use fuel taxes and reports 
due. 
Oil and gas well servicers’ reports and tax 
due. 
June 25—— 
Carbon black production tax and reports 
due. 
Cement distributors’ tax and reports due. 


Natural gas production tax and payment 
due. 


Oil production tax and reports due. 
Theatre prize and awards tax and reports 
due. 
June 30—— 


Property tax (second installment) delin- 
quent, 


UTAH 
June 1—— 


Mining occupation tax due. 

June 10—— 
Carriers’ reports of use fuel deliveries due. 
Liquor licensees’ reports due. 

June 15—— 


Income (franchise) tax (second installment) 
due. ; 


Use fuel tax and reports due. 
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Distributors’ and dealers’ motor fuels tax 
and reports due. 
Carriers’ motor fuel deliveries report due. 
June 30—— 
Alcoholic beverage licenses expire. 
Cigarette licenses expire. 


VERMONT 
June 10—— 
Alcoholic beverage tax and reports due. 
June 15—— 
Corporation income tax (second install- 
ment) due, : 
Electric light and power company tax and 
reports due. 
Personal income tax (second installment) 
due. 
June 30—— 
Gasoline tax and reports due. 


VIRGINIA 
June 1—— 
Bank share tax aue. 
Corporation income tax due. 
Income tax information :.eturns due from 
individuals. 
Individual income tax returns due. 
Intangible poperty tax returns due. 
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Tangible personal property tax returns 
due. 
June 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
June 20—— 
Carriers’ gasoline tax reports due. 
Gasoline tax and reports due. 
Use fuel tax and reports due. 


WASHINGTON 
June 10—— 


Brewers’, distillers’, manufacturers’ 
wineries reports due. 
June 15— 
Butter substitute reports and taxes due. 
Carriers’ gasoline tax reports due. 
June 20—— 
Use fuel tax and reports due.? 
June 25— 
Gasoline tax and reports due. 


and 


’ 
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WEST VIRGINIA 
June 1—— 
Property tax 
due. 
June 10—— 
Alcoholic beverage tax and reports due. 
June 15—— 
Sales tax and reports due. 
June 30—— 
Gasoline tax and reports due. 


(semi-annual installment) 


WISCONSIN 
June 10—— 
Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 
June 20—— _— 
Gasoline and diesel fuel tax and reports 
due. 
June 30—— 
Electric codperative associations’ 
due. 
Motor carriers’ permit fees due. 
Privilege dividend tax and returns due. 
Railroad, telegraph, sleeping car and ex- 
press company property taxes due. 


taxes 


WYOMING 

June 10—— 

Carriers’ gasoline tax reports due. 
June 15— 

Dealers’ gasoline tax reports due. 

Sales tax and reports due. 

Use tax and reports due. 

Wholesalers’ gasoline tax and reports due. 
June 20—— 

Motor carriers’ tax and reports due. 


1 Effective March 13, 1943. 
2 Effective March 15, 1943. 


* * * 


FEDERAL TAX CALENDAR 
June 15— 


Payment of one-third of the unpaid bal- 
ance of the 1944 estimated tax is due. 


Payment date of tax withheld at source 
under Code Secs. 143 (tax-free covenant 
bonds) and 144 (nonresident foreign 
corporations), as prescribed in Code 
Secs. 143 (c) and 144, respectively. 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
March 31, Forms 1120 and 1121. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended March 31. Forms 1040, 
1041, 1120, 1121, 1120H, 1120L. 
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Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for year 
ended December 31, with interest at 6% 
from March 15 on first installment, Form 
1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for year ended December 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Fiduciary income tax return due for fiscal 
year ended March 31. Form 1041. 

Foreign partnership return of income due 
by general extension for year ended De- 
cember 31. Form 1065. 


Individual income tax returns due by gen- 
eral extension for year ended December 
31, in case of American citizens abroad. 
Form 1040, 1040A. 


Individual income tax return due for fiscal 
year ended March 31, Form 1040. 


Last quarterly income-excess profits tax 
payment due for fiscal year ended June 
30, 1942. Forms 1040, 1041, 1120, 1120H, 
1120L, 1121, 


Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended March 31, 1942. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax re- 
turns due for fiscal year ended March 
31. Form 1120L. 


Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for May. Form 
957. 


Nonresident alien individual income tax 
return due for year ended December 31. 
Form 1040B. 


Nonresident alien individual income tax 
return due (no U. S. business) for year 
ended December 31. Forms  1040NB, 
1040NB-a. 

Nonresident foreign corporation income 
tax return due for -year ended Decem- 
ber 31. Form 1120NB. 


Partnership return of income due for fiscal 
year ended March 31. Form 1065. 


Resident foreign corporations, domestic 
corporations with business and books 
abroad or principal income from U. S. 
possessions, foreign partnerships, and 
American citizens residing or travelling 
abroad (including persons in military or 
naval service on duty outside the United 
States)—returns due for year ended 
December 31, by general extension. 
Form 1120 and 1121. 


Second quarterly income-excess profits tax 
payment due froin corporations, estates 
and trusts for year ended December 
31. Forms 1040, 1040A, 1041, 1120, 1120H, 
1120L, 1121. 


Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 


ended September 30. Forms  1040B, 
1120H, 1120L, 1120NB. 


Stockholders’ monthly return of stamp ac- 
count due for May. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended Sep- 
tember 30. Forms 1040, 1041, 1120, 
1120H, 1120L, 1121. 
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June 30—— 


Admissions and dues tax due for May, 
Form 729. 

Excise taxes on telegraph and telephone 
services, transportation, and safe deposit 
boxes due for May. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for May. Form 726, 

Excise taxes on sales due for May, Form | 
728. 

Processing taxes on oils due for May, © 
Form 932. 

Retail dealers’ excise tax and returns due 
for May on jewelry, etc., furs and toilet 
preparations. Form 728A, 

Sugar (manufactured) tax due for May, 
Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin-operated amusement and © 


gaming devices due for May, if liability 
incurred. Form 11B. 


DIGESTS of Articles on 
Taxation 


Continued from page 236 


The Supreme Court decision is to be 
regarded as merely adjudicating the rights 
of the parties and expressing the thought 
of the majority that the measure could be 
so construed that the Fourteenth Amend- 
ment to the Constitution would not be vio- 
lated. It neither constrains the state court 
to adopt the interpretation nor precludes 
the federal court from again inquiring into 
the interpretation which the state did 
adopt, when the latter question is properly 
raised. 


In the three and one-half years which 
have elapsed since the Penney Company 
decision, supra, authority in both the state 
and federal courts have grown up around 
the problem. 


The Wisconsin court deems the issue of 
constitutionality closed, and all issues de- 
cided in favor of a widened power of the 
states to tax transactions beyond their 
borders. The character of the tax is now 
fixed by the state court; the error, if error 
was made, was in deeming that the Su- 
preme Court had passed upon the constitu- 
tionality of the measure as now interpreted. 

Rectification can only be made by the 
Supreme Court of the United States by a 
decision on the constitutionality of the 
measure as interpreted. It would seem 
that certainty in the law would demand 
submission of the question at as early 4 
date as possible. The quickest method of 
obtaining review would be by suit to 
enjoin enforcement of the statute before 
a three-judge federal district court, wil 
immediate and direct appeal from the Dis- 
trict court to the Supreme Court. 
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